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A. THE PROBLEM DEFINITION
Cost accounting techniques have generally been con-
sidered applicable to only manufacturing operations, but in
todays environment this idea is no longer valid. Z~l ! 10_7
The authors contend that timely and meaningful information
concerning cost is vital for management's effective and
competent planning and control of any organization.
Cost allocation concepts, techniques and methodologies
are generally absent in the financial management of municipal
governments based on the authors' background research for
this thesis. As the operation of municipal governments
becomes more complex because of community growth and
expansion and extensive involvement from the State and
Federal governments the need for accurate, timely and mean-
ingful cost of operation information should change. This
changed information base should include a means of accum-
ulating not only the direct cost of operating any particular
department, program or project, but should also include a
means of accumulating indirect (overhead) costs. It should
also include a suitable method of allocating those costs to
various causal or benefitting departments, programs or
projects to identify the total cost (direct plus indirect)
associated with those departments, programs or projects.
Z"l:257j7

Several points support the need for total cost accum-
ulation and indirect cost allocation. First, the full or
total cost of operating any particular department is the
sum of its direct cost and the allocable portion of the
organization's indirect cost. Services provided to one
department "by another department, although non-billable
,
are not free and should be recognized in the receiving
department as a cost of operation. Second, municipalities
provide services to the public at large and at times to
other municipalities. Under these circumstances, the
department providing the service should know the total/full
cost of operating the department (its direct cost plus its
allocated portion of the organization indirect cost) in
order to determine and support a pricing or fee for service
decision. Third, municipal governments participate in
grant-in-aid and contract programs with State and Federal
governments and agencies.
Recovery of direct dollars spent by the municipal
government under a grant or contract does not normally
present a problem to the manager. /~2_7 However, because of
the lack of accurate and effective means (cost allocation
plan) to determine indirect costs attributable to a grant
or contract program, indirect costs are often not accumulated
and allocated, resulting in municipalities funding costs
that should be appropriately and legitimately borne by the
State or Federal government. Z~2:73_7
10

In California, and now in many other states /~3_7 tax
payer relief legislation such as California's Proposition
13, the Jarvis-Gann initiative which limited property tax
in 1977 and the 1980 Gann initiative to limit spending,
should encourage municipal managers to fully understand the
total cost of operating departments. Municipal managers
should understand total cost not only for planning and
control but also for determining the full cost of services
sold and the allowable organization overhead under grants and
contracts to be reimbursed to the municipality.
An accurate and reliable understanding of total cost
and more specifically the indirect costs involved in the
operation of any municipal department is a prerequisite for
effective managerial decision making. £~^J It is this area
of indirect cost determination and allocation for internal
financial management and for grants and contracts that will
be the thrust of this thesis project.
B. OBJECTIVES
The objectives of this thesis are threefold. First,
the primary objective is to assess the current state of
the art in cost allocation methods for municipalities. The
second objective is to provide a theoretical and practical
means of identifying the indirect costs as distinguished
from direct costs of operating municipal government depart-
ments and externally funded projects and programs. Ulti-
mately the authors' goal is to develop a cost allocation
11

model/plan that is "based on the current state of the art,
yet simple and useable by municipal governments. The
model will be developed to identify and allocate indirect
cost for internal budgeting and accounting purposes, and
be acceptable to State and Federal departments and agencies
for recovery of indirect costs under grants and contracts.
The model developed will be based on current cost accounting
techniques for cost allocation.
C. GENERAL APPROACH AND METHODS
The authors' research in the areas of indirect cost
determination and allocation consists of the following:
1. a review and presentation of current cost accounting
literature providing the theoretical background of indirect
cost pools, acceptable allocation bases (activity bases)
and responsibility/program structure for cost centers;
2. a review of applicable Federal publications concerning
cost principles for creating cost allocation plans and indirect
cost rates and audit requirements for local governments
receiving Federal assistance; and, 3« interviews and
discussions with various municipal government officials
within the state of California and officials of city leagues
on a state and national level.
The research provided the authors with the data
necessary to determine appropriate overhead items for the
development of a cost allocation model to determine indirect
cost rates for internal management and Federal/State grant
12

purposes. The assessment of the current accounting system
of the City of Monterey, California with proposed changes
provided a specific application of the cost allocation
model developed. The model is based on the guidelines and
principles of Federal Management Circular 74-4 "Cost
principles applicable to grants and contracts with State
and local governments" (FMC 74-4) , Office of the Assistant
Secretary of Health, Education and Welfare, Comptroller 10,
"Cost principles and procedures for establishing cost
allocation plans and indirect cost rates for grants and
contracts with the Federal government" (OASC 10) and
Office of Management and Budget Circular A-102, "Uniform
Administrative Requirements for Grants-In-Aid to state
and local governments" (A-102)
.
D. THESIS ORGANIZATION
The first chapter introduces a municipal cost allo-
cation problem as seen by the authors and then discusses
the objectives, approach and method used in the thesis
effort.
Chapter II presents cost accounting theory for cost
allocation; in particular, discussing direct and indirect
cost, responsibility accounting, indirect cost elements and
cost pools, and the facets of cost allocation including the
concept of cost finding.
13

Chapter III discusses the cost principles of allowable
costs under FMC 7^-^ and other Federal guidelines for costs
under grant programs including problems elicited during the
recent FMC 7^-^ conference sponsored by 0MB.
Chapter IV introduces Cost Allocation Methods and
illustrates several techniques for cost allocation. This
chapter also presents the Cost Allocation plan for the
City of Monterey, California for reimbursement of indirect
cost under grant programs, through an indirect cost rate.
Chapter V discusses the audit requirements proposed
in 0MB Circular A-102 and their applicability to the City
of Monterey and its Accounting System. This chapter will
also provide an Audit Guide for grants management as an
internal control management tool.
Chapter VI provides a summary of the information
developed in the thesis and recommendations and conclusions
concerning the authors' developed cost allocation technique
and the effects it would have on the accounting structure
of the City of Monterey, California.
14

II. COST ACCOUNTING THEORY FOR COST ALLOCATION
A. INTRODUCTION
Chapter II will provide a discussion of some basic
concepts and ideas associated with cost allocation. The
information presented represents an interpretation of
theoretical material from the authors' research through
available cost accounting texts and publications obtained
from Federal, State and local governmental agencies. The
material is presented in a manner, such that the cost
accounting and cost allocation novice gains an understanding
and a foundation for further study and expansion as needed
to develop future cost allocation plans. The theoretical
material presented in this chapter is integrated with
references to a municipal government specifically the City
of Monterey, California. This integration is provided to
add emphasis where needed and to develop the ideas as
applicable to the municipality of Monterey. Monterey,
California is the organizational setting which is studied
and which provides the accounting and statistical data
utilized in developing the cost allocation plans to be
presented in Chapter IV.
B. COST ACCOUNTING -- GENERAL
Eric L. Kohler, in A Dictionary for Accountants refers
to cost accounting as:
15

that branch of accounting dealing with the classi-
fication, recording, allocation, summarization, and
reporting of current and prospective costs. Included
in the field of cost accounting are the design and
operation of cost systems and procedures; the deter-
mination of costs by departments, functions, respon-
sibilities, activities, products, territories,
periods, and other units, of forecasted future costs
and standard or desired costs, as well as historic
costs; the comparison of costs of different periods,
of actual with estimated or standard costs, and of
alternative costs; the presentation and interpre-
tation of cost data as an aid to management in con-
trolling current and future operations* £"5
J
This rather broad definition of cost accounting has been
adapted, interpreted and modified for different purposes
within the cost accounting literature. For example: John
Dearden, in Cost Accounting and Financial Control Systems
states,
Cost Accounting is the branch of accounting designed
to measure the economic resources exchanged or con-
sumed in producing goods or providing services £^>J
and in Governmental Accounting by Leon E. Hay and R. M.
Mikesell cost accounting is defined as,
that method of accounting which provides for the
assembling and recording of all elements of cost
incurred to accomplish a purpose, to carry on an
activity or operation, or to complete a unit of
work or a specific job. /~7:670_7
Although there may be varied opinion throughout the theore-
tical literature as to the precise definition and purpose
of Cost Accounting there is general consensus as to the
broad objectives of cost accounting. These are generally
stated in the literature as: aiding management in the
planning and control of routine and current activities;
providing information to management for non-routine decision
16

making and the formulation of future plans and policies;
and, providing information for external reporting to stock-
holders, taxpayers, government organizations and other
outside parties.
1. Planning and Control
Within these objectives one finds the recurring
theme of planning and control. Cost planning and cost
control are two distinct functions of cost accounting.
Cost accounting is useful in the areas of cost planning for
pricing decisions on services provided and for budgeting of
estimated future costs. In the area of cost control the
role of cost accounting can be viewed from two perspectives;
a. monitoring and checking cost performance with planned,
budgeted or standard cost allowances; and, b. preventive
control, that is motivating personnel to keep costs within
plans or budget. This second notion represents a shift
somewhat from the control of resources to the control of
personnel to perform well, an idea associated with respon-
sibility accounting which is discussed in Part C of this
chapter.
2. Managerial/Financial Accounting
Cost accounting can also be considered as a. merging
of the principles, concepts and techniques of financial
accounting and managerial accounting. In, Cost Accounting-
Planning and Control , Adolph Matz and Milton Usry stated,
17

Cost accounting, sometimes called management or
managerial accounting should be the key managerial
partner, furnishing management with the necessary
accounting tools to plan and control activities. Z~ls9_7
Based on the previously stated objectives, cost accounting
is management accounting to the extent that it provides
information to and aids management in its decision making
process regarding current activities and future planning.
Cost accounting is financial accounting to the extent that
its product or service costing function provides informa-
tion for internal management and for external reporting.
3. Summary
The major point of this general discussion of cost
accounting is not to elaborate on the detailed concepts or
techniques available through cost accounting nor is it
an attempt to convert the reader to the cost accounting
fold. The discussion is provided to elicit the idea that
cost accounting as practiced today provides the manager
with a means of dealing with current and future problems
involving the planning and controlling of costs. In support
of this; Hay and Mikesell in Government Accounting stated,
the explosive increase in the demand for services,
relative to the increase in resources has forced
the adoption of techniques of good financial man-
agement, including cost accounting. /~7:602_7
The Cost Accounting literature provides very useful,
practical and fundamental concepts and techniques for the
allocation of costs to products or services or to other
levels within the hierarchy of an organization. Some of
18

these concepts and techniques include the idea of direct
cost and indirect cost, the determination of cost objec-
tives, overhead departmentalization, indirect cost pools,
allocation bases (activity bases) , cost allocation methods
and the determination of organization wide or departmental
indirect cost rates. Each particular concept and technique
previously stated will be defined and explored in the
remaining sections of this chapter. Additionally other
ideas not strictly cost accounting related are presented
in order to develop a firm foundation in the uses of cost
accounting and the development of a cost allocation plan.
C. CLASSIFICATION OF COST -- DIRECT AND INDIRECT
One of the many purposes of cost accounting is the
classification of costs. A research committee of the
National Association of Accountants in, Research Series No .
34 Classification and Coding Techniques to Facilitate
Accounting Operations states:
Classification is necessary to bring out the
significance of information and is an essential
step in the summarization of details. £~8_7
The committee defines classification as:
The identification of each item and the systematic
placement of like items together according to their
common features. Items grouped together under
common heads are further defined according to their
fundamental differences. Z~8_7
Cost classifications are necessary in the development
of cost data for management for budgeting, cost control in
responsibility accounting, measurement of income, establishment
19

of selling prices and pricing policies and furnishing relevant
cost data for analysis in the decision making processes.
The cost accounting literature provides several ideas with
regard to classifying costs, for example, classifying by:
1. the nature of the item (rent, utilities, etc.) ; 2. their
tendency to vary with volume or activity; 3« their relation
to the products/services or object costs (direct or indirect);
and, 4. their relation to the area of responsibility (produc-
tion or service) . Though this listing is by no means all
inclusive; it does provide some basic method for attempting
the organization, identification and classification of costs.
The literature recommends that items be classified by one
characteristic at a time; each item should fit into only
one classification, that is, avoid overlapping classification;
and a place should be provided for every item in a group to
be classified. As a classification example the authors pro-
vide the notion of fixed cost versus variable cost, within
a relevant range of activity fixed costs remain fixed and are
so classified. Variable costs vary with the activity level
(or within the allocation base chosen) and are so classified.
1. Cost Objective
The predominant classification of cost in regard to
grants and contracts with the federal government is the
classification by direct cost and/or indirect cost. Before
one pursues the idea of the classification of cost as a
direct cost or indirect cost the authors will introduce
20

the concept of object of cost or cost objective as it is
currently used in cost accounting and in guidelines for
costing under grants and contracts. Direct and indirect
cost have no meaning except in relation to a cost objective.
Z~9 ! 30_7 The Cost Accounting Standards Board (CASB) in its
efforts to provide uniformity and consistency in cost
accounting principles promulgated rules, regulations and
standards. Among those rules and regulations were defin-
itions of terms to be used in the understanding and inter-
preting of standards.
The CASB defines cost objective as,
A function, organizational subdivision, contract
or other work unit for which cost data are desired
and for which provision is made to accumulate and
measure the cost of processes, products, jobs,
capitilized projects, etc. £ 10 :Par.4209_7
FMC 7^-^ introduced in Chapter I states:
Cost objective means a pool, center, or area
established for the accumulation of cost. Such
areas include organization units, function,
objects or items of expense, as well as ultimate
cost objectives including specific grants
,
pro jects,
contracts and other activities. / 11:2__/
The cost accounting literature subscribes to the definition
as presented by the CASB and stresses the traceability or
linking of costs to objects of cost as the essence of the
distinction between direct cost and indirect cost.
2. Direct Cost
In Government Accounting by Leon E. Hay and R. M.





those expenses which can "be charged directly as
part of the cost of a product or service, or of a
department or operating unit, as distinguished
from overhead and other indirect cost which must be
prorated among several product or services, depart-
ments or operating units. £~1 i&l^J
In Cost Accounting - A Managerial Emphasis by Charles
T. Horngren
the word direct refers to the practicable obvious
physical tracing of cost as incurred to a given
cost object. Z~9 : 3°_7
CASB defines direct cost as,
Any cost which is identifed specifically with a
particular final cost objective. Direct costs are
not limited to items which are incorporated in the
end product as material or labor. Cost identified
specifically with a contract are direct costs of
the contract. All costs identified specifically
with other final cost objectives of the contractor
are direct costs of those cost objectives. /~10 :Par. il-219_7
The idea of direct cost as presented by these definitions
can be summarized by remembering the previous idea of
traceability. An example of direct cost is compensation of
employees for time devoted to the execution of a specific
activity or work in a specific department, the activity or
department being the cost objective and the direct cost the
compensation paid or provided. Another example of a direct
cost would be the cost of materials acquired and/or expended
specifically for the manufacturing of a product.
One point to keep in mind with regard to the idea of
direct cost is that the level of assignment of the cost
may complicate the pure distinction of direct cost. For
example, a direct cost assigned to a particular responsi-
bility or cost center may be an indirect cost with regard
22

to a number of various products/services or other outputs
of that particular center. The term final cost objective
may simplify the understanding of the level of assignment;
final cost objective is the term used within the cost
accounting literature of the CASB. A product or service
is normally considered a final cost objective; however,
the department within which the product or service is
produced is or can be considered a cost objective. Essen-
tially then one is describing a direct cost with regard to
a final cost objective; its final point of accumulation for
costing purpose. This can be a product/service or depart-
ment/division or responsibility center within the organi-
zation depending upon the organizations needs and the
structure of an existing Accounting System.
3. Indirect Cost
The idea of indirect cost is a little more compli-
cated than that of direct cost. Gerald R. Crowingshield
in Cost Accounting-Principles and Managerial Applications
states
,
Indirect costs are those that are difficult or
impossible to trace to a given segment. /~12:15_7
These costs are not directly identifiable with any particu-
lar segment of an organization but are incurred as a result




any cost not directly identified with a single final
cost objective, but identified with two or more final
cost objective or with at least one intermediate cost
objective. /~10 :Par.^239_7
Indirect costs are incurred for a common or joint pur-
pose benefitting more than one cost objective and are not
readily assignable to a single cost objective directly
benefitted. Indirect costs are allocated in order to be
assigned to particular products, services, or segments
(levels) of the organization. Managerial Accounting-
Concepts for Planning Control, Decision Making by Ray H.
Garrison provides the following guidelines in regard to
distinguishing between direct and indirect cost:
1. If a cost can be obviously and physically traced
to a unit of product or other organizational seg-
ments, then it is a direct cost with respect to
that segment.
2. If a cost must be allocated in order to be
assigned to a unit of product or other organiza-
tional segment, then it is an indirect cost with
respect to that segment. Z~13 ! 37_7
Examples of indirect costs are salaries of supervisory
personnel, depreciation on machinery and utilities costs.
Again, in discussing indirect cost one is confronted
with the idea of level of assignment. An indirect cost at one
level of the organization or in relation to a product or
service may be a direct cost with respect to a higher level
of assignment. In a manufacturing situation where the
final cost objective is a unit of product the salary of the
factory superintendent is an indirect cost of that product
but a direct cost with respect to the factory superintendents
2k

department* In a municipal government the salary of the
City Manager is an indirect cost to the planning, police,
or fire departments, a cost to be allocated, but it is a
direct cost in the City Manager Department. In making
these distinctions with regard to each element of cost
involved, care should be taken to assign the cost as direct
or indirect with respect to the final cost objective that has
been previously determined and agreed upon by management.
Office of the Assistant Secretary of Health, Education
and Welfare, Comptroller 10, "Cost Principles and Procedures
For Establishing Cost Allocation Plans and Indirect Cost
Rates for Grants and Contracts With The Federal Government"
(OASC 10) , introduced in Chapter I outlines this particular
problem in stating:
There is no universal rule for classifying certain
cost as either direct or indirect under every
accounting system. A cost may be direct with res-
pect to some specific service or function but
indirect with respect to a grant or other ultimate
cost objective. It is essential therefore that each
item of cost be treated consistently either as direct
or an indirect cost. Z~l^ ! 33_7
k. Summary
The CASB recognized the problem that could arise in
the determination of direct and indirect cost when it
published Cost Accounting Standard (CAS) 402 : Consistency
In Allocating Cost Incurred For The Same Purpose . Essen-
tially this standard is interpreted as stating that if a
cost is considered a direct cost for costing purpose in
regard to cost objectives not relating to a government
25

contract, that same type of cost is to be considered a
direct cost to a government contract for costing purposes.
For example if travel expenses directly associated with
a commercial contract are considered a direct cost of that
contract then travel expenses directly associated with a
government contract are to be considered direct cost of
that government contract.
D. RESPONSIBILITY ACCOUNTING — MISSION CENTERS/SUPPORT
CENTERS
Any organization is, in its simplest form, a group of
individuals moving toward a common purpose or objective;
this idea forms the heart of responsibility accounting.
Each individual within an organization who has control over
cost or revenue can be considered a responsibility center
whose performance of that responsibility must be clearly
delineated, accurately measured and reported. Responsibility
accounting is based on a classification of managerial
responsibilities at each level in the organization for the
purpose of establishing a budget. The individual in charge
of each responsibility classification should be responsible
and accountable for the expenses of his or her activities.
The natural starting point for a responsibility accounting
information system is the organization chart where the
areas of jurisdiction have been determined.
This discussion of responsibility accounting introduces
the idea of controllable and uncontrollable costs. At some
26

level within the organization all costs are controllable,
however, all cost are not controllable at every level. In
general, a cost charged directly to a department is con-
trollable in or by that department. Many overhead items
such as, office supplies and postage expense are charged
directly to a department and are considered direct depart-
mental overhead and the responsibility of that department.
However allocated indirect or overhead costs from another
department present a problem with regard to control or res-
ponsibility in the receiving department.
In order to determine the indirect cost rate of the
receiving department these costs should be allocated so that
full cost of a product/service can be correctly established
or charged. The allocation is necessary to determine the
full cost but may not be necessary for cost control. Control
of the allocated cost should remain within the department
from which the cost is allocated, a basic idea of respon-
sibility accounting. /~1:275_7 General operating expenses
such as rent or utilities present a similar problem in
regard to control or responsibility for those costs, however,
all departments should share an equitable proportion of
these costs based on some pre-established bases.
In most organizations it would be burdensome and
impractical to consider each and every individual in the
organization as a separate and distinct responsibility
center. As previously noted the most logical starting point
27

for determining responsibility centers in an organization
is with each entity's organization chart. The organization
chart reflects areas of control, influence and responsibility
that have been established based on the objectives of the
organization. Each budget unit, department, cost center
or cost objective is depicted based on the more or less
specific function or activity it is responsible for per-
forming in order to achieve the overall organizational goals
or objectives.
1. Mission/Support Centers
It can be useful to classify these responsibility
centers as either mission center or support centers. A mission
center is a responsibility center whose output (product,
service, grant program, contract, etc.) contributes directly
to the objectives of the organization. A mission center
receives allocations of cost from the center but does not
allocate to them. A mission center is a cost center that
exists principally to carry on the basic functions of the
organization (city) and not to assist any of the other cost
centers in carrying out their functions. In the municipal
setting this interprets as providing direct service to the
public rather than as support to other city cost centers
(departments, etc.). Z~3 : 10_7
A support center is a responsibility center whose
output contributes to the work of other responsibility
centers, which can be either mission centers or support
28

centers. It is a cost center created principally to support
other cost centers, its output is one of the inputs of
other cost centers. Z~3 : l°_7
For cost allocation purposes it is necessary only to
determine allocation base statistics for support centers.
Since a mission center does not serve any other center it
does not contribute to any other cost center's indirect
costs.
The City of Monterey, California, is a municipality
providing specified services and general government to the
citizens of Monterey, California. Based on the authors'
examination of the existing Monterey organizational
structure and accounting information system and in concurrence
with appropriate City officials, and in an effort to provide
accurate cost data to support a departmental indirect cost
rate ultimately to be developed, 20 responsibility centers
were established; 12 support centers and eight mission




Personnel Accounting Mayor Council
Finance Revenue City Manager
Purchasing Mechanical City Clerk
Data Processing Building Maintenance City Attorney
This breakdown indicates the difference between measurable
physical output (tangible) and policy guidance/management
(intangible) support functions. Tangible support functions
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as depicted under the service heading are more susceptible
to logical and definitive allocation bases representing
measurable output; for example, purchasing - purchase
orders issued. Intangible support functions as depicted
under the administrative heading require more arbitrary
allocation bases not necessarily representative of the
activity or service provided. Exhibits IV-2 and IV-9
describe the recommended bases for support centers. Exhibit
II-l of this chapter provides a chart of these responsibility
centers separated as to Support and Mission. Exhibit II -2
provides a general description of the functions of each
responsibility center. The grouping of responsibility centers
as presented in this chapter is flexible and can be adjusted,
altered, or increased in the future as necessary without
changing the basic cost allocation procedures to be
developed.
E. INDIRECT (OVERHEAD) COST ELEMENT IDENTIFICATION
One of the procedural steps in developing a cost
allocation plan for an organization is the determination
of the indirect cost elements that will be accumulated
and pooled in order to be allocated from one department
(support center) to another department (mission center)
and ultimately totaled in order to determine indirect cost
rates.
The term overhead is a more generalized term than that































RESPONSIBILITY CENTERS AND FUNCTIONS
MAYOR-COUNCIL
(1) Legislation (Ordinances) Enactment
(2) Policy/Management Guidance
(3) Citizen Representation




(2) Direction and Coordination of Municipal Services
(3) Public Information
{k) Intergovernmental Relations
(5) Management Planning and Objective Determination
(6) Property Management
PERSONNEL
(1) Classification and Pay
(a) Staff Allocation and Analysis




{%) Administration of Benefits
(a) Unemployment Insurance
(5) Safety and Training
CITY CLERK
(1) Council Support
































(3) Debt ManagementW Budget
MECHANICAL
(1) Fleet Management
























(3) Housing and Community Development
(4) Capital Improvements Program
(5) Staff Assistance - Outside Agency
(6) Public Information
(7) Research and Data Gathering
Current Planning











(3) Real Estate Inspection




* (a) Enforcement Actions (Includes Investigations
and Traffic Investigations)
** (b) Beat Patrol
( i) downtown enforcement
(ii) balance of community
(2) Traffic
(a) Traffic Enforcement




(3) Crime Against Property
(a) Burglary Prevention
(b) Balance of Crime Against Property






(1) Records and Information Management
(2) Property and Evidence Control
(3) Jail
* out of car enforcement actions









































































(3) Storm Drain Maintenance
(4) Street Light Maintenance
(5) Tunnel Maintenance
(6) Sign & Vehicle Maintenance
(7) Special Events
Engineering
(1) City Project Design & Inspection
(2) Private Construction Review and Inspection
(3) Engineering Planning & Studies
(4) Staff Assistance - Outside Agency





(2) Maintenance & Repair
Marina
(1) Regulatory












normally consider total production cost as the sum of direct
material, direct labor and "manufacturing overhead" (factory
overhead, indirect factory expense, etc.). Using the term over-
head generalizes the concept beyond enterprises which are
solely engaged in manufacturing activities. Overhead includes
all costs except direct material and direct labor which
cannot be traced to specific units of output or cost objectives
in an organization.
Since this thesis deals with an organization not directly
producing a manufactured product the term overhead or indirect
cost will be utilized rather than factory overhead or manu-
facturing overhead as normally seen in cost accounting texts.
Historically overhead was considered an unfortunate
addition to the cost of producing a product or service and
at times was considered a nonproductive cost of an enterprise.
/~15 { 7-2_7 As organizations began to grow and become
more complex with automation, large scale production, labor
specialization and large capital investments there emerged
a large unit of common costs classified as overhead.
Lawrence L. Vance in the Theory and Technique of Cost
Accounting summarized the impact of this evolution as:
Overhead costs are as large as the cost of direct
material and direct labor in many modern enterprises
due to the use of elaborate and expensive equipment.
The use of such equipment makes possible a large
volume of production as a low cost per unit, but it




This way of accounting is the accounting for common or over-
head cost. This can also be applied to the municipal setting
depicted in this thesis, since it too can grow larger and
more complex as the demand for services increases.
1. Indirect Cost Elements
Overhead costs are generally grouped into three
main categories; indirect material and supplies, indirect
labor and other indirect costs. Indirect materials are
materials associated with a manufacturing or production
process which cannot be specifically traced to a unit of
output (product/service) . Indirect supplies and indirect
materials are for the most part interchangeable terms
,
however, indirect supplies are generally considered items
used to maintain the organization in working condition,
such as lubricants for machinery and janitorial supplies
for cleaning.
In many organizations, indirect labor forms a large
portion of the labor costs and cannot be specifically
traced to any particular unit of output or cost objective.
Lang, McFarland and Schiff in Cost Accounting state:
Indirect labor represents auxiliary work done in
connection with product manufacture. It is labor
not identifiable with the cost of a specific
product, but which performs essential services.
It includes all labor in service departments as well
as auxiliary labor in producing departments. Z~17_7
Two examples of the indirect labor idea in municipal
government are: the finance director in the Finance
Department (a support department) is an overhead cost
^0

(indirect labor) to be allocated to the police or fire
department (mission departments or producing departments)
,
and the planning director in the Planning and Community
Development Department (a mission department) is an over-
head cost (indirect labor) in the Planning Department.
Other costs included in indirect labor are costs commonly
referred to as "labor-related cost." These costs include
but are not limited to vacation and holiday pay, employers
PICA tax, state and federal unemployment taxes, workmen's
compensation insurance, pension cost, hospitalization
benefits and group insurance. Although these costs when
directly associated with direct labor should be added to
direct labor, they are generally included in total overhead
because it is often impractical to do otherwise. /~1:239_7
Ultimately they become part of the organization or department
overhead rates.
The last category of indirect cost is an extremely
broad category termed "other indirect cost" which can be
considered a (catchall) for costs not previously classed.
John J. Neuner in Cost Accounting: Principles and Practice
states that:
this broad category consists of 1) maintenance;
building machinery-equipment, 2) fixed charges;
depreciation - rentals - insurance cost (non-
personnel)
, 3) power, heat, light; fixed charges-
supplies (operating), k) special service depart-
ment cost; accounting-purchasing-receiving;
and, 5) sundry overhead expenses; interest on




With the great variety of accounting systems in use and
the large number of terms available to describe the same type
of cost it would be practically impossible to precisely
define generalized terms for all categories of overhead
cost. This problem must be approached on a case by case
basis basically utilizing the notion of traceability to
a specific unit of output or cost objective.
Exhibit II-3 presents the Chart of Accounts for the
City of Monterey, California as it currently exists and
will serve as a basis for illustrating the principles
discussed above. This chart of accounts lists the various
categories of expense by object of expenditure classifica-
tion but does not break out classification as either direct
or indirect expenses. Some of the accounts listed can be
immediately determined to be indirect expenses; however,
each transaction must be classified for cost allocation
purposes as either direct or indirect expense depending
upon its accumulation in either a mission department or
support department or its traceability to a specific unit
of output or cost objective.
2. Overhead Departmentalization
The accumulation of cost in mission or support
departments leads to a discussion of another topic in
cost allocation, that is "overhead departmentalization."
Overhead cost in total can be accumulated in many ways;











104 Reimbursable extra duty
105 Uniform allowance
10 o Cash in lieu of benefits
107 Holiday Pay
200 Materials, Supplies and Services
201 Office supplies
202 Office Equipment Maintenance (aka Equipment
maintenance)
203 Printing and postage
204 Safety equipment
205 Operating supplies
206 Gas and oil
207 Vehicle paint and materials
208 Dues and publications
209 Conference and meetings
210 Car expense
211 Heat, light, power and water
212 Summer camp supplies
213 Advertising services
214 Maintenance buildings and grounds




219 Court costs and litigation fees
220 Contractual services
220.1 Rental equipment
221 Street tree planting
222 Training services
223 Parking meter supplies















239 Traffic safety signs
2^0 Miscellaneous drainage - storm drains
2^1 Dredging





2^9 Damage to city property
250 Structural repairs Wharf #1
251 Structural repairs Wharf #2
252 Structural repairs outer walls
253 Vaults and markers
25k Books and printed matter
255 Newspapers and magazines
25o Binding and rebinding
257 Films and microfilm
258 Phonograph records
260 Plans and surveys
261 Agricultural and botannical supplies
262 Launching ramp maintenance
263 Harbor boat maintenance
265 General street improvement engineering
260 Bond election
267 Municipal election
268 Street name signs
269 Weed abatement (or nuisance)
270 Substandard building abatement
296 Payment Marina State Loan #1
297 Payment Marina State Loan #2
298 Rental Southern Pacific property
299 MPC programs







^10 Workmen's compensation insurance




4-12 Fire, extended coverage and other insurance
413 Employees' health insurance
4-14- Retirement
i+15 Actuarial study
ij-16 Salary continuation plan
4-17 Memberships
4-18 Collection costs
4-19 Employee optical insurance
i+20 Employees dental insurance
421 Property acquisition & appraisals
4-22 Dumping fees
423 Employee service awards
4-24- Communications






505 Other than buildings
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department basis. Departmentalization of overhead means
dividing the organization into units, segments or cost
objectives called departments, cost centers or cost pools to
which expenses are charged. This division of overhead into
separate departments or cost objectives provides for more
accurate costing of products/services and responsible con-
trol of department overhead cost. As a job/product/service
passes through various departments, overhead is assigned
to work done in a particular department utilizing the
departmental overhead rate. The value of this operation
may not be readily apparent to a municipal organization that
does not deal in the manufacturing of a product; however
there can be some value to departmentalization of overhead.
For example, in program budgeting where two or more depart-
ments are involved in the operation of a particular program,
each department can assign some of its overhead cost to its
participation in the program thus providing a more accurate
total cost of the program to the municipality.
As previously discussed under responsibility
accounting, departments can be classified as either mission
departments or support departments and these departments
can then form the basic and initial structure for the accumula-
tion of overhead. Support departments render a service to
either other support departments or to mission centers. The
unit of costing in this case would be the output/service




In the authors' definition of mission center for a
municipality, the mission center exists principally to carry
out the basic functions of the organization. The unit of
costing in the mission center can be either the output/
service or the department.
In the case of department costing overhead costs
would consist of direct departmental overhead accumulated
within the department which is the responsibility of that
department and indirect departmental overhead allocated to
it from the support departments, based on the utilization
of that support department services. The concept of over-
head departmentalization facilitates the development of
overhead cost rates in either support centers or mission
centers.
F. INDIRECT COST POOL -- COST ALLOCATION BASE --
COST FINDING
In Cost Accounting: A Managerial Emphasis , Charles T.
Horngren states:
There are essentially three facets of cost allo-
cation:
1) choosing the cost object, which is essentially
an action. Examples are products, processes, or
departments which are basically abbreviations for
various action.
2) choosing and accumulating the cost that re-
late to the cost object. Examples are material,
labor and overhead.
3) choosing a method for specifically identi-
fying two with one. This usually entails choosing an
allocation base (the cost function can then be
determined)
. An example is the use of direct labor
hours as an allocation base to apply various overhead
costs to products. !~9 096_7
^7

Choosing the cost object has been discussed previously in
relation to direct and indirect cost; and, in the area of
responsibility accounting in regard to mission centers and
support centers. Choosing the costs that relate to the
cost object was discussed in the previous section in
reference to the identification of indirect cost elements.
The discussion will now turn to the areas of accumulating
the costs that relate to the cost object and the selection
of allocation bases.
In the accounting literature the accumulation of over-
head costs for allocation purposes is referred to as pooling.
Based on the authors' research pooling is not the ideal
method of assembling cost to be allocated to cost objects.
To these authors the ideal methodology would be to take
each cost in its basic form on a one by one basis and then
allocate to cost objects over some acceptable or reasonable
base which represents the beneficial or causal relationship
between the cost and the cost object. Overhead pooling does
not always imply that all cost incurred by the same depart-
ment are included in the same pool. Different overhead
pools within a department may be established based on the
notion of homogeneity discussed. in the next paragraph.
Homogeneity is an idea associated with indirect cost
pools. This means that the costs included in the cost pool
should bear the same relationship to each other such that
when allocated as a total cost pool a significantly different
^8

allocation will not result than if the included cost had
been allocated separately. This concept of homogeneity in
regard to indirect cost pools requires some explanation;
for example, there are many types of insurance costs, which
are indirect costs, such as building insurance and workmen's
compensation insurance. These two costs should not be
aggregated together and allocated because building insurance
should be allocated over an asset valuation base and work-
men's compensation insurance should be allocated over a
personnel related base such as the number of employees or
labor cost. Aggregation of these two costs and allocation
over a single allocation base would cause significantly dif-
ferent results than if allocated separately.
Indirect cost pools can be assembled either as a specific
department/division or as a specifically identified category
of cost or cost element. For example the Finance Depart-
ment of a city government is an indirect cost pool and the
cost category workmen's compensation insurance can be an
indirect cost pool.
For the development of a cost allocation plan under
the guidelines of OASC 10 three primary indirect cost areas
or pools are considered; Central Service Agencies, Non-
Departmental Cost Areas, and Depreciation and Use allowances.
Z~19 08_7 Central Service Agencies for the most part corres-
pond to support centers providing supporting service such
as data processing, purchasing and accounting. Non-Depart-
mental Cost Areas are generally considered general operating
^9

expense elements such as labor related cost, insurance,
printing and postage. Depreciation and Use allowance is
essentially depreciation on buildings, machinery or equip-
ment. Use allowance is a term associated with allowable
costs similar to depreciation where actual depreciation is
not computed within the organization. /~19 ! 59_7 Depre-
ciation and Use allowance will be further discussed in
Chapter III of this thesis in reference to allowable and
unallowable cost for grants and contracts with Federal
agencies.
Although pooling is not the ideal method of cost
accumulation for allocation purposes it is the methodology
normally followed in cost accounting cost allocation and
recommended by pertinent regulations and guidelines for
establishment of indirect cost plans and indirect cost
rates. The cost allocation plans developed in Chapter IV
will utilize cost pooling.
1. Cost Allocation Base
The final area to be discussed in the three facets
of cost allocation is the determination of specific rela-
tionships between costs and cost objects and the development
of cost allocation bases.
As previously expressed the objective of cost allo-
cation is to ultimately assign all costs incurred in an
organization to a final cost objective which is normally
a product or service but which can be a department. In the
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case of a municipal organization as presented in this
thesis one must be concerned with assigning all costs to
mission departments.
This process is a two step process. The first
step is the direct allocation of costs accumulated in indirect
cost pools such as "labor related cost" and "other indirect
costs"; those indirect cost that are not already directly
traced to specific cost objectives (departments) . These costs
are those accounted for as Miscellaneous/Fixed expense
or general operating expenses. The second step is to allocate
the costs accumulated in the support departments (indirect
cost pools also) to either other support departments or
primarily to the organization mission departments. Both
steps of the allocation process require the determination
of cost allocation bases. The first step is called primary
allocation and the second step secondary allocation.
/"15:8-1J7
The primary allocation of specific costs, such as
those included in categories such as Miscellaneous/Fixed
expenses and general operating expenses, should be allocated
on an equitable and practicable base; this is so that the
allocation results in charges to each department that will
be reasonable with reference to the benefit the department
receives. For example, workmen's compensation insurance
should be allocated to all departments on a number of
employees or labor cost basis; communication expenses
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(telephones) should be allocated on the number of telephone
instruments; and building insurance should be allocated on
a base representing the area occupied by each department
in a building as a percentage total. The allocation is reason-
able, equitable, and practicable to the extent that each
department receives a benefit from or caused the incurred cost.
Exhibit IV-2 provides a partial listing of recommended
allocation bases to be used in the allocation of these
costs. In making the primary allocation of indirect cost
the distinction between mission department and support
department is not important. /~15 : 8-5_7 However, in the
secondary allocation this distinction is important for it
is here that support department costs are allocated to the
mission department. The primary philosphies in the secon-
dary allocation is the basis of services rendered or the basis
of readiness to serve. The basis of services rendered repre-
sents the relative amounts of benefits actually received
or obtained from a support department: that is, the amount
of output of the support department utilized by the mission
departments. The basis of readiness to serve represents
another point of view which observes that support depart-
ments must have a certain capacity in order to perform
their functions. This capacity is determined by the demands
that may be made upon them by the other departments. The
capacity to serve can be allocated to other departments
on the basis of their capacity to use defined services.
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The CASB recommended the following hierachy of cost
allocation bases as the best representation of the beneficial
or causal relationship between an indirect cost pool and
the benefitting cost objective: a measure of the resource
consumption of the activities of the indirect cost pools
(direct material, direct labor hours, labor cost, machine
time, etc.); a measure of the output of the activities of
the indirect cost pool (purchase orders, accounting trans-
actions, printed data processing output) ; a surrogate that
varies in proportion to the services received shall be
used to measure resources consumed, generally, such surro-
gates measure the activity of the cost objectives receiving
the service (machine time, direct labor hours, etc.) ; and,
the ability to bear (sales revenue, budgeted expenses,
actual expense)
.
These recommended measures generally represent the
philosophy of secondary allocation. In any event these
measures, to be applied reasonably and equitably to indirect
cost pools, require the gathering of statistical data.
The data is needed to support the allocation to mission
departments and to withstand the scrutiny of auditors repre-
senting the interest of Federal agencies whose grant programs
will support reimbursement for indirect cost.
2. Cost Finding
One final idea which is not generally discussed in
the cost accounting literature is the notion of "Cost
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finding." The general accounting system classifies and
accumulates expenses along organizational lines by the
departments responsible for their incurrence. This pro-
cedure, although critically important, makes no attempt to
recognize the full cost of operating any particular organi-
zational unit or department. The general ledger incorporates
only the direct controllable expenses incurred by a particular
department. The general ledger excludes the cost of ser-
vices provided by one department to another; it also
excludes any unassigned expense. The activity of cost
allocation brings out these costs.
The development of this full cost information encom-
passes the procedure in which unassigned expenses (mis-
cellaneous/Fixed or general operating) and the expenses of
the support departments are allocated to mission departments
of the organization. This procedure aids in the development
of the full cost of providing various services to, in the
case of this thesis, the general public. The procedure
requires a viable organizational structure, adequate
expense accounts and verifiable statistical data which
reliably measures the amount of services provided by each
support department. /~20:^36_7 This entire activity is
performed apart from, but as a supplement to, the formal
accounting system. The principles of cost allocation and
the cost finding procedure have as their major objectives
providing full cost data for use in development of user
5^

fees, determining the amount of total reimbursable cost
through indirect cost rate determination, and providing
full cost information where relevant for financial decision
making for management.
G. CHAPTER SUMMARY
Cost accounting provides useful concepts and techniques
for the development of cost allocation plans for any
organization. It is also an extension of the familiar
disciplines of managerial and financial accounting. Classi-
fication of cost can be done in many ways and is an
important first step in bringing out the significance of
the cost information accumulated in the ledger accounts.
The primary method of classifying cost for grant and con-
tract purposes with the Federal government is as either
direct or indirect cost, depending upon the traceability to
a single cost objective or to more than one cost objective.
Cost objectives can be units of product or service or a
departmental unit depending on the structure of the accounting
system or the needs of management. Responsibility accounting
suggests the idea of placing responsibility for the incur-
rence of cost at the point within the organization at
which the cost can be or should be controlled. Respon-
sibility accounting also introduces the notion of respon-
sibility centers and provides a discussion and further
breakdown of the organization structure into mission centers
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and support centers. Mission centers exist to carry out
the "business of the organization and support centers exist
to support the other support centers and mission centers.
After defining the organizations mission and support
centers, the overhead cost elements which are to be
allocated as part of the Cost Allocation Plan should be
identified and accumulated within the mission and support
center accounting structure. Basically these are indirect
labor, indirect material and other indirect cost. This
accumulation of overhead costs is termed overhead depart-
mentalization. In assembling the overhead costs they
should be aggregated into homogenous cost pools. Each cost
in the pool should bear the same relationship to every other
cost in the pool such that if allocated in total as a pool
a different allocation would not occur than if allocated
separately. The base over which each cost or each pool
is allocated should be representative of a reasonable and
equitable allocation with reference to the benefitting or
causal relationship between the cost and the cost objective
receiving the allocation.
The entire process of cost allocation represents a
"cost finding," that is, assignment of unassigned expenses
in the accounts and an allocation of support department
cost to mission department so that an organization realizes




The ideas and concepts presented in this chapter form
part of the background and foundation for the development
of the Cost Allocation Plans in Chapter IV. However,
before developing those plans the authors present in
Chapter III a discussion of the concept of allowability




III. ALLOWABLE COST ELEMENTS FOR GRANT PURPOSES
A. ALLOWABLE COST — GENERAL
Chapter II discussed Cost Accounting theory as it applies
to the allocation of cost. The classification of cost as
direct or indirect was also discussed and it was noted
that this was the predominant classification of cost in
regard to grants and contracts with the federal government.
The concepts of direct and indirect costs and allocation of
those costs which were discussed in Chapter II are sufficient
to develop a cost allocation plan for use "by a Municipality
to establish user fees or for internal management purposes.
In order to develop a cost allocation plan to recover in-
direct costs associated with government grants and contracts
the additional concept of allowability must be introduced.
The allowability of cost is independent of whether or not
the cost is direct or indirect. It is this concept of allow-
ability for grant purposes that this chapter will explore.
The concept of allowability is "... not encountered
outside of a regulated market place (such as Government
contracting)." /~21:2^4_7 The Cost Accounting Standards
Board (CASB) does not define allowable cost but rather,
defines unallowable cost as:
Any cost which, under the provision of any pertinent
law, regulation, or contract, cannot be included in
prices, cost reimbursements, or settlements under a
Government contract to which it is allocable. Z~22_7
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While standards promulgated by CASB do not apply to grants
and contracts with State and local governments the cost
principles in the opinion of these authors are essentially
the same and represent generally accepted practices.
The discussion of allowability of cost, combined with
the discussion of cost allocation in Chapter II will form
the basis for the development of a municipal cost allocation
plan in Chapter IV that will provide for the identification
and possible recovery of the total costs associated with
Federal and State grants. It should be noted again that
allowable costs are those costs that are "eligible" for reim-
bursement under grants and contracts. Z~l^ : l_7 In some
cases otherwise allowable costs may be disallowed totally, such
as indirect costs or, in the case of pass through grants
(grants that provide federal funds to local governments
through a state agency), a State as the accountable entity
may be more restrictive than federal regulations require.
/"~23 ! 11_7 It should therefore be recognized that while
the following discussion of allowable costs is necessary
for the development of a cost allocation plan for grants,
the determination of whether a particular charge is
allowable under a particular grant or by a specific agency
or department, must be made on a case by case basis.
B. FEDERAL GUIDELINES/DIRECTIVES
Guidance as to the allowability of costs for grants
and contracts is available from a variety of sources. The
grant application or award normally includes guidelines
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regarding the allowability of costs. Other sources of
guidelines include the Federal Register and the Code of
Federal Regulations . For non-educational and non-health
care related grants there are three significant guides to
refer to: 1. Federal Management Circular 7^-^ "Cost
principles applicable to grants and contracts with State
and local governments" (FMC 7^-^); 2. Office of Management
and Budget Circular A-102, 'Uniform Administrative Require-
ments for Grants-in-Aid to State and local governments" (A-102)
;
and, 3. Office of the Assistant Secretary of Health Educa-
tion and Welfare, Comptroller 10, "Cost principles and
procedures for establishing cost allocation plans and
indirect cost rates for grants and contracts with the Federal
government" (OASC 10)
.
According to L. Michael Tompkins in The first. .
.
UNIVERSAL GRANTS MANAGEMENT HANDBOOK ... in English , "...the
vast majority of Federal grants are in complete accord with
the provisions of /~FMC_7 7^-7 /"now A-102_7 even though they
don't always know it ." £~2h:\vJ The provisions of FMC
7^-^ are identical to portions of the Defense Acquisition
Regulations (DAR Sec. 15. part 7) and the Federal Procure-
ment Regulations (FPR Part 1-15-7) , both entitled "Grants
& Contracts With State & Local Governments." /^21:^1^J7
FMC 7^-^ is a key document in "...determining the
allowable costs of programs administered by State and local
governments under grants and contracts with the Federal
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Government. " /~11:A-1_7 The principles contained in FMC
7^-Aj. are intended to ensure that the Federal Government bears
its "fair share" of the cost associated with Federal grants and
contracts, unless the costs are prohibited or restricted by
law.
FMC 7^-^ is based on the following premises:
a. State and local governments are responsible for
the efficient and effective administration of grant
and contract programs through the application of
sound management practices.
b. The grantee or contractor assumes the responsi-
bility for seeing that federally assisted program
funds have been expended and accounted for consis-
tent with underlying agreements and program objectives.
c. Each grantee or contractor organization in recog-
nition of its own unique combination of staff facil-
ities and experience, will have the primary respon-
sibility for employing whatever form of organization
and management techniques may be necessary to assure
proper and efficient administration. /~11:A-1_7
The grantee as noted above is responsible and account-
able for grant funds. In the event that funds are lost
or cannot be accounted for the grantee is not entitled
to reimbursement. /~25:No.859_7
FMC 7^-^ does not provide a definition of allowable or
unallowable costs but rather, notes that the following
criteria must be met for costs to be allowable:
a. Be necessary and reasonable for proper and
efficient administration of the grant program, be
allocable thereto under these principles, and,
except as specifically provided herein, not be a
general expense required to carry out the overall
responsibilities of State or local governments.
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"b . Be authorized or not prohibited under State or
local laws or regulations.
c. Conform to any limitations or exclusions set
forth in these principles, Federal laws, or other
governing limitations as to types or amounts of
cost items.
d. Be consistent with principles, regulations, and
procedures that apply uniformly to both federally
assisted and other activities of the unit of govern-
ment of which the grantee is a part.
e. Be accorded consistent treatment through appli-
cation of generally accepted accounting principles
appropriate to the circumstances.
f
.
Not be allocable to or included as a cost of
any other federally financed program in either the
current or prior period.
g. Be net of all applicable credits. /~ll:A-3_7
FMC 7^-^ does not contain a definition of what is a
"general expense required to carry out the overall respon-
sibilities of State or local governments." FMC 7^-4 does
define "supporting services," which are allowable, such as
auxiliary functions necessary to sustain the direct
effort involved in administering a grant program
or an activity providing service to the grant pro-
gram. These services may be centralized in the
grantee department or in some other agency, and
include procurement, payroll, personnel functions,
maintenance and operation of space, data processing,
accounting, budgeting, auditing, mail and messenger
service, and the like. /~ll:A-2_7
As noted by James E. Kirk in Recover?/ of Local Overhead
Incurred in Federal Grants
, if the activities "...can be
shown to benefit federal grant programs their costs are
allowable as indirect costs." /~19:^_7
To the extent of benefits received, an allowable in-
direct cost is allocable to a particular cost objective.
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/"ll*A-3_7 This restriction along with the requirement that
costs "be necessary and reasonable for... the grant program"
effectively means that "there must be a traceable relation-
ship between the cost objective (the grant being accounted
for) and any costs being allocated /"to it_J7, directly or
indirectly." /~21 :*H6_7 This "traceable relationship"
is somewhat more restrictive than that for contracts between
the Federal government and non-government entities where the
allocation of corporate home office expenses, which is
analogous to "general expense," is specifically allowed.
/~21:^l6_7
The requirement that costs "be net of applicable credits"
means that the grantee must offset or reduce expense items
that are allocable as either direct or indirect costs to
grants. Included in the definition of applicable credits
are: purchase discounts, allowances or rebates, sales
revenue from publications, scrap or equipment, adjustments
to account, any payments with Federal funds or depreciation
or use allowance associated with items financed or donated
by the Federal government. Applicable credits must be con-
sidered when seeking actual reimbursement or fulfilling
matching requirements.
Appendix A is Attachment B of FMC 7^-4 and is also
included in OASC 10. Appendix A shows the allowable,
allowable contingent upon grantor agency approval and
unallowable costs. Subsequent to the issuance of FMC 7k-k
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and OASC 10 travel cost for the offices of chief executives
and legislative bodies has been determined to be allowable,
if specifically related to grants. Interest expense
associated with the acquisition of publicly owned buildings,
occupied on or after October 1, 1980 is also allowable.




As noted in part A of Appendix A the principles con-
tained therein are applicable regardless of whether the
costs are classified as direct or indirect. Even though
some costs may be allowable according to Appendix A and
not prohibited by law some agencies will not authorize
reimbursement of indirect costs. /~2i Li-5j7 A thorough
review of the grant provisions and discussions with grantor
agency personnel should clarify any ambiguous areas.
Notwithstanding an individual agency's reluctance to
accept indirect costs the keys to the allowability of cost
shown in Appendix A are: 1. are they reasonable? 2. are
they necessary to carry out grant purposes? and, J, can they
be documented? /~2:112_7 This will be discussed further
in Chapter V which discusses audit requirements. There are
some areas however that warrant further discussion at this
time.
Generally the expenses of the City Council, Mayor's
office or the Tax Collector would be unallowable since they
are clearly a general expense of government and do not
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provide a benefit to a grant program. The Accounting
department on the other hand is essential for the proper
accounting of grant funds and a portion of the cost to
operate that department is allowable and can be included in
a cost allocation plan or charged directly to the grant
depending on the accounting system.
Appendix A, para. B.10 notes that compensation for per-
sonal services are allowable costs and requires that amounts
to be charged to grants be based on payrolls documented and
approved in accordance with the generally accepted practice
of the State or local agency. Time distribution records are
required where the salaries and wages of employees are
chargeable to another cost objective or more than one
grant. Failure to document the time spent on grant projects
may result in an unallowable cost. /~25 ! No . 82^_J7
Depreciation and use allowances are allowable charges
(Appendix A para., B.ll) but most government entities do not
depreciate their assets. The authors attended a financial
management seminar in December I98O, sponsored by the League
of California Cities during which it was noted that in
California there is increasing pressure due to Propositions
four and 13 to determine the full costs of various services,
including depreciation. FMC 7^-^ does not prescribe any
one method of depreciation but whatever method is selected




A use allowance may be computed in lieu of using depre-
ciation. For buildings the use allowance is two percent
of the acquisition cost and for equipment it is six and
two-thirds percent. If warranted, assets which are considered
fully depreciated may still have a use charge negotiated.
For a municipal government that operates in buildings that
were donated or that may be fully depreciated this can be
of some benefit. As noted above, any portion of the
acquisition cost funded by the Federal government must be
excluded prior to the computation of depreciation or a
use allowance. Capital improvements or other capital out-
lays should be added to the appropriate asset account for
calculation of depreciation or a use allowance.
Fringe benefits, as noted in Appendix A are also allow-
able. For personnel who are grant funded the fringe benefits
"should always be charged as direct costs to grants."
/""l9s^0_7 As noted in Chapter II care must be taken to
ensure that costs charged directly to a final cost objective,
for example fringe benefits to a grant program, are not
also included in a indirect cost pool that is to be allocated.
Such "double-dipping" is unallowable.
As noted in Section C of Appendix A the cost of auto-
matic data processing services is allowable. The cost
may include rent or depreciation on grantee owned equip-
ment. The acquisition of data processing equipment to be
used solely for grant purposes requires specific approval by
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the grantor in advance. The cost of the services would also
include personnel costs as well as the cost of software.
The cost of software, i.e. the computer programs, should be
amoritized over some period of time rather than treated as
a one time expense item.
C. PROPOSED CHANGES
On May 7, 1979 the Director of Office of Management
and Budget (OMB) issued a memorandum to heads of executive
departments and agencies regarding the Financial Priorities
Program which aims "...to resolve the major financial issues
facing the government today." Z~26_7 One of the top nine
Financial Priorities was the "full implementation of cost
principles," including FMC 7^-^ and standard administrative
requirements, A-102. As a part of the Financial Priorities
Program, OMB, along with the Municipal Finance Office's
Association's International Career Development Center spon-
sored a conference entitled "Accounting for Federal Aid:
FMC 7i|~-4." During the conference, which took place on
February 28 and 29. 1980 in Washington, D.C. concerns were
voiced by State and local governments representatives in
attendance regarding allowable and unallowable costs.
Among the concerns raised were: 1. administrative
costs were eliminated as being unnecessary, 2. some States
do not allow recovery of indirect costs, 3« some Federal
agencies do not allow indirect costs. /~23:10_7 Additional
areas of concern were: 1. the unallowability of interest
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and the normal cost of government, and 2. the treatment of
depreciation or use allowance. /~2:^7__7
Subsequent to the conference, 0MB amended FMC 7^-k to
allow interest cost associated with public buildings. The
travel costs by elected officials when such travel was
directly associated with grants was also determined to be
an allowable item. /~23:2^_7 0MB has also promised to
establish a number of work groups to address the various
concerns voiced at the conference with the anticipation of
"comprehensive revisions to the cost principles" and the
reissuance of FMC 7^-4 as 0MB A-87. Z~23:25_7
It appears unlikely that the issue of allowing interest,
beyond that already allowed, will be resolved in the near
term. James R. Doyle of 0MB ' s Financial Branch has stated
that:
...considerably more analysis will be necessary in
order to assess the additional cost to the Federal
government. /~25:No.828_7
Another area of concern to the State and local repre-
sentatives at the conference was a lack of consistency on
the part of Federal agencies and States as to the application
of the principles of FMC 7^-^. As noted above some States
do not recognize indirect costs at all for Federal grant
funds that are "passed through" the states to the local
governments. /~2:28_7
A significant aspect of the Conference on FMC 7^-^
was the opening of channels of communication between the
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local, State and Federal participants. /~27:l60_7 Certainly
no quick or easy solution to the problems and concerns
expressed are to "be expected. The establishment of work
groups to explore ways to modify FMC 7^-^ in order to
alleviate the concern is a major step but not one that
would have timely results. Mr. Richard Hite of 0MB did
note that in the event that the State and local agencies
could not reach agreements with a particular Federal agency
regarding grants that it would be appropriate to contact
Intergovernmental Affairs Division in 0MB. /~27 'V\^J
Mr. John Lordan, Chief of the Financial Management
Branch of 0MB, in the closing session of the conference
noted that in summary, what had been requested was "...a
measure of consistency, inter-regional consistency, a
measure of fairness in the program, a measure of timeliness.
Those are all things that Federal agencies are capable of
resolving." /~27:1^6_7
D. CHAPTER SUMMARY
This chapter introduced the concept of allowable cost;
a term that is unique to a regulated market place. The
preparation of a cost allocation plan to identify the costs
that are "eligible" for reimbursements under a contract or
grant with the Federal government requires that allowable
cost be determined.
Information regarding the allowability of costs are
available from several sources in addition to the actual
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contract or grant documentation. Three of the most
significant additional sources are FMC 7^-4, A-102 and
OASC 10. Appendix A lists costs that are allowable,
allowable with grantor consent and unallowable. The
Appendix does not and is not intended to list all allowable
or unallowable costs. The grantee, at all times, is
responsible for, and accountable for Federal funds received.
Funds which cannot be accounted for or which were spent in
an authorized manner are unallowable, i.e. not eligible
for reimbursement.
The principles of cost allocation discussed in Chapter
II coupled with the principles regarding allowable cost
discussed in this chapter will form the basis for the
development of a cost allocation plan in Chapter IV.
This cost allocation plan will provide for the identification
of costs that are "eligible" for reimbursement. Once it is
developed, the use of the plan will be demonstrated using
actual data from the City of Monterey, California.
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IV. COST ALLOCATION DATA REQUIRETVIENTS , METHODS AND MODELS
A. INTRODUCTION
Chapter II discussed theoretical cost accounting material
as a foundation for the development of overhead cost allo-
cation plans for internal municipal management and for
reimbursement of eligible costs under grants or contracts.
Chapter III added to that discussion with the introduction
of the concept of cost allowability peculiar to the realm of
grants and contracts with the Federal government. This
Chapter develops overhead cost allocation plans for internal
municipal management and indirect cost rate proposals for grant/
contract reimbursement.
As stated earlier the overhead cost allocation plans
developed are applicable to municipal governments and speci-
fically reference the City of Monterey, California. The
authors' extensive research in Monterey involved understanding
the organization of the City, its accounting system, parti-
cularly various fund accounts, the services provided within
the organization and to the citizen of Monterey, California.
Additionally, the authors attempted to fully understand the
limitations that the organizational structure, the accounting
system and service pattern statistics would present in




The authors firmly believe that fundamental concepts
are vital in the introduction phase of a city overhead
cost allocation plan and will present information and
techniques such that this thesis will be a foundation upon
which City Management can expand their overhead cost
allocation needs.
B. DATA REQUIREMENTS
The general ledger expenditure accounts as presented
in the Report of Expenditures - Departmental and Program
Accounts provide the source of all costs experienced by
a city such as Monterey. This report presents the appropria-
tions (budget), expenditures to date, encumbrances and
balances in all accounts by department for the City of
Monterey. The term department includes operating depart-
ments (mission and support centers) and also various funds
that have been established by the City for special accounting
purposes. In fund accounting terminology this departmental
accounting scheme can be broken down into two areas, the
governmental fund (general fund) and proprietary funds
(enterprise funds) . The general fund departments are
basically all the operating departments of the City (such
as Finance, Police, Public Works, etc), and are normally
funded through tax revenues. Enterprise fund departments
are special operating categories established to be self-
supporting entities (such as Parking, Marina, Cemetery).
For purposes of this thesis, overhead cost allocation plans
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will be developed for the general fund departments, however,
expansion to other funds is possible utilizing the techniques
that will be employed for the general fund.
In the case where one fund pays an expense of another
it is necessary to add or subtract that expense to or from
the correct fund before attempting to allocate the overhead
cost pool to defined cost objectives. Since the City is
on a modified accrual basis accounting system the concepts
of expenditure and expense should be discussed.
Expenditures should be converted to expense so that actual
expenses form the pool of cost to be allocated within the
plan. Anthony and Herzlinger in Management Control in
Non-Profit Organizations state
:
Expenditures measure the resources acquired during
the period, as contrasted with expenses which mea-
sure the resources consumed or used during the period.
/28:196_7
Exhibit IV-1 is a graphical presentation of the methodology
of converting expenditures to expenses for expendable funds
(general fund)
.
1. Actual Expenses VS Budgeted Expenses
In accumulating the overhead costs in cost pools
to be allocated the authors' research through cost accounting
theoretical material revealed the use of both budgeted
expenses for future periods and actual expenses of prior
periods in development of cost pools and overhead applica-
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periods use of budgeted versus actual may result in different
allocations and thus different overhead rates. Federal guide-
lines recommend, and in the case of local governments, require
the use of actual expenses of prior periods in accumulating
costs in cost pools to be allocated. ^"l^:l^_7 Actual
overhead expenses of prior periods as accumulated in general
fund departments will be used in the development of overhead
cost allocation plans in this chapter. The plans will allocate
only the actual expenses considered indirect/overhead, that
is those expenses which benefit or are caused by more than
one cost objective.
2. Cost Objectives
The structure of the organization and the current
accounting system are sufficient to proceed to the next
step in the development of the plans. Chapter II discussed
the term cost objective and introduced the idea of responsi-
bility center, mission center and support center. As all
costs experienced by the City are accumulated, they should
be concurrently accumulated by the cost objective. A cost
objective can be a unit of service, a product or a depart-
ment/center. Since it is often difficult for an organization
such as a municipality to accurately measure or define its
output that is, as a product or service the term cost
objective here refers to a department/center.
As it currently exists the accounting system of the City
of Monterey accumulates the costs both direct and indirect
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by department/cost objective. These cost objectives have
been broken down into two categories, mission centers and
support centers.
Exhibit II-l presented the breakdown as determined by
the authors in consonance with City Officials. Further
breakdown within the category of mission centers is possible
and potentially very useful especially to the level of
specific programs such as a Youth Program in the Parks
and Recreation Mission center. Since costs are currently
not accumulated to that level of activity, cost allocation
to that level will not be attempted but only to the level
of the department/mission center.
Accumulation of cost in specific cost objectives, namely
mission centers and support centers, is necessary so that the
overhead expenses of the support center can be allocated to
the mission centers. Mission center direct departmental
overhead cost will be combined with the allocated support de-
partment overhead in order to form the cost pool necessary
to determine the indirect/overhead cost rate as part of the
full cost of the mission department.
3. Statistical Survey—Allocation Bases
Prior to the mathematical mechanics of the cost
allocation and ultimate determination of a mission center/
cost objective/department indirect cost rate statistical
information relating the cause and effect of the cost
incurrence should be gathered. Essentially "this means
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developing, through research and investigation, logical and
reasonable bases for the allocation of all indirect costs
incurred in the organization. As discussed in Chapter II
this is necessary for the primary allocation of those costs
caused by, or benefitting, all departments, and secondary
allocation of support department costs to mission departments.
The allocation is made to the extent that the mission depart-
ment cause or benefit by the cost incurred in the support de-
partments. This involves a survey of the organization's
facilities and records to determine equipment quantity and
valuation in each department; utilities utilization/consump-
tion in each department; number of employees; labor cost
and effective labor hours per department; asset valuation;
square footage occupied or controlled by departments; and,
an evaluation of the function performed by each support depart'
ment. The survey will allow one to determine the most equit-
able, reasonable and logical bases for allocating support
department expenses to mission departments.
Exhibit IV-2 provides a table of recommended alloca-
tion bases for allocation of certain costs to all departments
and for the secondary allocation of support department cost
to mission departments. The information presented in Exhibit
IV-2 is not all inclusive; however, any cost incurred that
is allocable, that is, it benefits more than one cost objec-
tive, can be allocated through statistically determining the
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Exhibit IV-3 of this chapter provides an author developed
elementary step by step procedure that can be followed in the
development of a cost allocation plan and the determination of
mission departments' indirect cost rates. This procedure
will be expanded and utilized in the development of an
example based on actual data for the City of Monterey. How-
ever, before developing the actual plans for both internal
management and for use in grants and contracts with the
Federal government one additional topic will be explored,
that is, various overhead allocation methods/models.
C. ALLOCATION METHODS — MODELS — ILLUSTRATED
Allocation of overhead costs to mission/support depart-
ment/centers can be accomplished in a number of ways, the
four general models are:
1. Direct allocation;
2. Single Step allocation;
3. Double Step allocation;
k. Reciprocal allocation.
Each method employs different computations and provides
different values of results. As discussed in part B of this
chapter, all methods require clearly defined cost objectives
(mission center/support center/programs, etc.), accurately
accumulated costs by cost objective and carefully considered
and selected basis for allocation of costs to cost objectives.
The basis for allocation of cost may be as simple as a
subjective estimate by a responsible person within the organ-




OVERHEAD COST ALLOCATION STEPS
1. Record all cost incurred by organization according to
Chart of Accounts.
2. Determine Cost Objectives
Organization Level Output Level
cost center product
mission/support center service
3. Classify cost within cost objective as direct/indirect.
4. Identify elements of cost for inclusion in indirect cost
pools.
5. Gather statistical information from survey of organization
facilities, records, and service functions for primary
allocation to all departments of certain costs and secon-




Primary Allocation - Utilities Costs - Square Footage
Secondary Allocation - Accounting Division - Number
of Accounting Transactions Processed
6. Develop worksheets for allocation of costs based on
included costs, statistical information by department and
method of allocation (direct, single step, reciprocal)
chosen.
7. Perform mathematics of cost allocation procedure (method)
(i.e., primary allocation and secondary allocation)
8. Accumulate within mission centers departmental indirect
costs and allocated indirect cost.
9. Divide costs accumulated in step eight by base in mission
department which reflects the overall activity level of




The authors feel that since the allocation of cost is greatly
influenced by the base selected the only criteria should be
that care and informed judgement be employed in the decision.
Primary allocation of certain costs (general and admin-
istrative, miscellaneous/fixed, central payments) is normally
accomplished first utilizing a base which represents the
factor upon which the payment is based or caused the expense
.
Secondary allocation is accomplished utilizing one of the
four methods indicated above.
1. Direct Allocation
Direct allocation is widely used and the simplest
form of cost allocation. Z~^ ! 3_7 The cost of the support
centers are directly allocated only to the mission centers.
The allocation is based either on managements estimates of
services provided to mission departments or on data derived
from statistical surveys. This method does not consider
the mutual provision of services to other support centers.
Exhibit IV-4 is an example of the direct allocation method
of overhead cost allocation.
2. Single Step Allocation
Single step allocation is an improvement upon the
direct allocation method and is used by many business
enterprises. /~9j^20_7 This methodology represents an
improvement in that it recognizes an allocation of some
costs from support departments to other support departments.
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reciprocal cost are not recognized. The sequence generally
begins with the department which renders the greatest number
of services to other support departments and continues in a
step by step method completing the allocation with the
department rendering the least amount of service to other
departments. Once a support departments cost have been
reallocated, no subsequent support department cost are
recirculated back to it. /~9^20_7 Exhibit IV-5 is an
example of the single step-down method of cost allocation.
3. Double Step Allocation
The double step allocation represents an improvement
and refinement of the single step method, by allowing recog-
nition of interdepartmental charges between support/service
departments. £"^'5J Two allocations are made, first
indirect cost of all departments are distributed to appro-
priate cost centers whether they have been previously allocated
or not. These cost are separately accumulated. In the second
step, the accumulated expenses of the support department from
the first step are reallocated in manner identical to the single
step allocation method. The double step allocation represents
an improvement in that it recognizes the allocation of inter-
departmental charges, however it does not recognize the case
where some costs of a department are within that department.
(There is some purchasing cost involved in running the purchase
department). £~^'-5j Some difference in the amount of cost
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between the single and double step allocation method. How-
ever, the difference may be insignificant for pricing or
financial decisions, and the added cost of preparing the
more complicated double step method may not equal the benefit
derived. Exhibit IV-6 is an example of the double step down
method of cost allocation.
k. Reciprocal Allocation
The reciprocal method is a means of allocating cost
using linear algebra (simultaneous equations). It provides
greater exactness in the recognition of interdepartmental
charges, especially when reciprocal service between supports
department are significant and when management intends to
use the results of cost allocations for significant financial
decisions or product pricing and lease-buy.
The mechanics of reciprocal allocation are best
described using an example. Exhibit IV-7 is an example of the
reciprocal allocation method of cost allocation. This example
is simplified due to the numerous computations required as
additional support centers and additional simultaneous
equations are developed. This methodology is highly adapt-
able to computer solution and with the large number of
equations required computer solution almost becomes manda-
tory. Due to the complexity of this methodology its use
is rare in practice. Results using the simpler methods
of cost allocation should be periodically checked against
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whether significant differences occur. If significant
differences do not occur and decisions are not sensitive
to the results of the complex methodology, then simpler
methods are adequate. /~9:^20_7
5. Full Allocation or Partial Allocation
Resolving the question of which choice of alternative,
full or partial cost allocation is the responsibility of the
organization management, management must be fully aware of
the potential influences the choice will evoke.
The question of full allocation or partial allocation
of costs remains unanswered even in the authoritative cost
accounting literature. Full allocation of cost makes depart-
ment managers aware of the support from many parts of the
organization needed to maintain an individual responsibility
center running efficiently. Partial allocation of cost
recognizes the point that some costs bear no cause effect
relationship to cost objectives and are outside the control
of managers to whom the costs are allocated. The question
may be resolved only to the extent of determining the
behavior management desires to influence by a choice of
alternative
.
Full allocation of costs may influence price setting,
efficiency and expansion. Full allocation may also cause




Partial allocation may perpetuate the notion of "free"
services causing managers to demand too much of a service
or influence the "behavior, i.e., reducing morale, in the
department which provides the "free" service.
D. COST ALLOCATION PLAN—CITY OF MONTEREY, CALIFORNIA —
INTERNAL MANAGEMENT
This section of Chapter IV develops the recommended
Cost Allocation Plan of the City of Monterey for internal
management. The section relies heavily on exhibits within
the chapter and the appendices to the thesis in developing
the plan.
Appendix B is the extract of expenses by operating depart-
ments from the Report of Expenditures—Departmental and
Program Accounts (7/1/79-6/30/80) . This Appendix separates
expenses within departments as direct cost or indirect cost.
The totals of indirect cost within departments are pre-
sented on line one of Appendix C, the worksheet for primary
allocation of certain costs (Miscellaneous and Fixed) to
all departments. Exhibit IV-8 is a summary of costs to be
allocated to all departments, costs accounted for as
central payments in Miscellaneous and Fixed (Dept. 17)
.
Exhibit IV-9 is a presentation of all bases utilized
in the allocation of costs for both primary and secondary
allocation. The statistical data supporting each base is








406 Unemployment Insurance (U.I.) $ 4,627-00
410 Workmens Compensation Insurance
(W.C.I.) 312,11^.00
411 Public Liability Insurance 175,000.00
412 Fire, Extended Coverage and Other
Insurance 88,781.00
413 Employer Health Insurance (H.I.) 174,612.00
420 Employer Dental Insurance (Dent.) 35,981.00
419 Employer Optical Insurance (Opt.) 13,043.00
416 Salary Continuation Plan (S.C.) 25,931-00
414 Retirement and Actuarial Study (Ret.) 744,528.00
423 Employer Service Awards 2,319.00
424 Communications Expense 67,121.00
220 Contractual Service (Radio System) 59,^38.00
2
211 Heat-Light-Power-Water
- Other (Audit, Contributions, etc.) 18,266.00 «
422 Dumping Expense 4,699.00
^
407 Pound Services 306.00
^
408 Mosquito Abatement 2,324.00
^




Departments wherein an expense under listed accounts
was already lodged received no additional allocation of
expense from amount column.
See Appendix C.
3J Expense placed directly in a department and not allocated
to all depts (422 to Depts. 25-31 and 35-37, 407 to Dept.

















Retirement and Actuarial Study
Employee Service Awards
Communications Expense








% of Employee Participating
% of Employee Participating
% of Employee Participating
i» of Employee Participating
% of Employee Participating
Number of Employees





















Number of Square Feet
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estimates provided by key members of the city organization
and actual research conducted by the authors over a six
month period of time.
Utilizing the statistical data accumulated and the alloca-
tion bases selected the authors performed the primary alloca-
tion of costs listed in Exhibit IV-8. For example, unemployment
insurance totalling $462? was allocated to all departments
on the base - number of employees. The City Manager depart-
ment had 2.2 percent of the total number of employees
(Appendix D) , it therefore received (4627 x .022) $102
allocated expense. (Appendix C) This allocation procedure
was done for all departments and for all costs listed in
Exhibit IV-8. All primary allocated costs from Exhibit IV-8
and the indirect cost from Appendix B were totaled on the
worksheets in Appendix C and now represent the internal over-
head within departments prior to secondary allocation.
Exhibit IV- 10 provides a summary of the indirect (overhead)
expenses and direct expenses from Appendices B and C.
As discussed earlier, the next step after completion of the
primary allocation is the secondary allocation of support
department costs to the mission departments. The method
of allocation chosen was direct allocation for three reasons;
1. it is the simplest methodology, 2. it is the method which
most closely conforms to the consolidated central services
cost allocation plan described in the Office of the Assistant
Secretary Health, Education and Welfare, Comptroller, "Cost
94
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Principles and Procedures for Establishing Cost Allocation
Plans and Indirect Cost Rates for Grants and Contracts with
the Federal Government," (OASC-10) and, 3. the desires of the
City of Monterey management to have a simple methodology
of determining the full cost of City (general fund) opera-
tions. Other methodologies were explained in section C of
this chapter. This was done to make clear the need to be flex-
ible in selecting the method that will render the most useful
information.
Utilizing the bases described in Exhibit IV-9 and the
statistical data from Appendix D the support department over-
head cost was directly allocated to each of the mission depart-
ments. Exhibit IV-11 is a summary of the allocations of
support department cost made to the mission departments. Once
these allocations were completed the columns were totaled to provide
the total Mission Department overhead which consists of internal
overhead and allocated support department overhead.
The final mathematical computation presented is the
determination of an appropriate departmental overhead rate.
This was accomplished by dividing the total departmental over-
head by the total direct labor cost within the department (the
predominant activity base of the department) . For example,
the rate for the planning department indicates that for
every direct labor dollar incurred an additional $1.07 should




SUMMARY SHEET COST ALLOCATION PLAN
INTERNAL AND DEPARTMENTAL OVERHEAD RATE








MAYOR-COUNCIL 700 2954 1724 949 789
CITY MANAGER 20208 82276 49791 27386 22788
FINANCE ADMIN 4792 20225 11808 6495 5404
REVENUE 8109 25451 19527 10407 19323
ACCOUNTING 8519 10581 9590 19772 22039
CITY CLERK 6922 29212 17057 9382 7806
CITY ATTORNEY 40260 30187 5031 5031 5031
BUILDING MAINT. 6868 16805 28090 133203 23430
TOTAL SUPPORT DEPT. 96378 220691 142618 212625 106610
OVERHEAD COST
ALLOCATED





214178 1000544 865849 115600 483965
















































252178 288091 11905 2689771
ALLOCATION BASE
DIRECT LABOR
357292 179543 15456 3232427
OVERHEAD RATE .71 1.60 .77 .83
98

E. COST ALLOCATION PLAN--CITY OF MONTEREY, CALIFORNIA --
GRANTS
A government agency that wishes to charge support service
costs to Federal grants and contracts must first prepare
a central service cost allocation plan to allocate the
central service costs to those departments or units which
they benefit. /~1^:6_7 Local governments such as the City
of Monterey, California, receive the only exception to this
requirement in that they may prepare a consolidated central
service cost allocation plan in lieu of preparing both a
central service cost allocation plan and indirect cost pro-
posal. The indirect cost rate developed using the consoli-
dated plan will be lower than a rate developed using the
more extensive central service cost allocation plan. This
is due to the fact that the consolidated plan does not
recognize the recovery of overhead costs within the various
departments. The consolidated central service cost alloca-
tion plan considers only cost allocated to departments from
central services (support departments). It is for this
reason that the authors will demonstrate the Consolidated
Central Service Cost Allocation plan and the more extensive
indirect cost rate proposal using the Short Form method
described in OASC-10.
Again, this section of Chapter IV will rely heavily on
the exhibits and appendices to the thesis to present the
Consolidated Central Service Cost Allocation plan and an
indirect cost rate proposal for the Planning Department,
99

City of Monterey. The Planning Department was selected
since it is currently involved in a Housing and Community
Development (HCD) grant. The rate developed will be com-
pared to the earlier developed rate.
Exhibit IV-12 is a worksheet recommended for the develop-
ment of the Consolidated Central Service Cost Allocation
plan. /~19:67_7 The form is divided into three sections:
1. the indirect cost pool, which is the central service
departments of the organization, also included in this
section is the use allowance, a term previously described,
for the central service departments buildings and/or equipment
;
2. the indirect cost base, these are the mission departments
of the organization who benefit from the support provided by
the central service departments, also included in this sec-
tion are the central service department costs which are deter-
mined to be unallowable and interest expense or debt service;
and, 3* the computation of the indirect cost rate.
Section one column one contains the total indirect cost
within each central service (support) department and the
use allowance pertaining to those departments (Exhibit IY-10)
.
In section one column two the unallowable costs as discussed
in Chapter III are displayed. In the case presented, the
unallowable costs are the office of Mayor-Council, Revenue
Department, advertising services and contributions expenses.
Column three of section one is the result of subtracting the
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allowable indirect costs. This column is now totaled and
represents the numerator for the indirect cost rate computation.
Section two column one is the total of all direct costs
within each mission department and the costs eliminated as
unallowable from the indirect cost pool (section one).
Column four of section two is the direct salaries and wages
within each mission department (see Exhibit IV-10) . Column
five represents all other direct costs including the direct
labor fringe benefits. The figures in column four and five
when totaled by department should equal the total in column
one of section two. The figures in column four representing
the total direct labor salaries and wages by department are
now totaled to yield the total direct labor cost within the
indirect cost base and this figure becomes the denominator
for the computation of the indirect cost rate.
Section three is the indirect cost rate computation. The
total allowable indirect cost is divided by the total direct
labor cost to yield an indirect cost rate. This rate is
utilized by the grantee organization to determine the over-
head to be applied to grants or contracts for every direct
labor dollar eligible for reimbursement. Using the more
extensive central service cost allocation plan and indirect
cost rate proposal it is possible to determine a higher
indirect cost rate than is derived from the Consolidated plan.
Exhibit IV-13 is a worksheet devised by the authors to
describe the Indirect Cost Rate proposal-Short Form Method
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This worksheet consists of two sections: 1. the allocation
plan; and, 2. the indirect cost rates determination.
Section one column one displays the total direct departmental
expense, the total departmental indirect expense (see Exhibit
IV-10) and the Central Service Department costs (support
departments) allocable to the Planning Department (see
Exhibit IV-11) . Column two displays the unallowable costs
as discussed in Chapter III . In this case the unallowable
costs are; the office of the Mayor Council, the Revenue
department, advertising expenses within the City Clerk depart-
ment and contributions expense. Column three is the direct
labor cost and column four all other direct cost including
direct labor fringe benefits, these figures from Exhibit
IV-10. Column five is the allowable indirect cost derived by
subtracting the unallowable cost from the department indirect
cost and from the allocated central service cost.
Section two is the indirect cost rate computation. The
indirect cost rate is determined by dividing the total
allowable indirect cost by the total direct labor cost. In
the case of the Planning department this rate is $1.02.
This rate represents the overhead cost to be applied to grants
and contracts for every direct labor dollar eligible for
reimbursement
.
This rate should be higher than the consolidated
central service plan indirect cost rate for two reasons:
1. it takes into consideration internal department overhead;
10 *J.

and, 2. "by developing this rate department by department
instead of aggregating totals of all departments as in the
consolidated plan the effects of low overhead departments
are excluded. Whether the rate developed using this method
(Short Form) is higher or lower than the Consolidated Central
Service Plan should be determined on a department by depart-
ment basis such as was done for the planning department.
The $1.02 rate is lower than the rate developed in the
internal cost allocation plan (Exhibit IV-11) due to the
consideration of unallowable cost in the plan for reimburse-
ment of cost through grants or contracts with the Federal
government.
There are three additional methodologies of developing
indirect cost rate proposals for grants and contracts with
the Federal government. Appendix E of this thesis is Appendix
1 of 0ASC-10 and the additional methods indicated above are
described and illustrated therein. Additionally, Appendix 1
of 0ASC-10 (Appendix E) describes certain schedules and
exhibits which support any cost allocation plan prepared by
a local government for submission to a federal agency. The
schedules are self explanatory and do not impact the accuracy
of the cost allocation plans developed. The additional indirect
cost rate proposal methodologies provide for more detailed
cost determination, detail which is beyond the current City
of Monterey accounting system. The two methods presented





The goal of this chapter has been to provide the City
of Monterey, California with a methodology to determine
the indirect cost of operating the general fund departments.
In knowing the indirect cost and combining that information
with the direct cost of operation the City should be in a
better position to ; determine the full cost of operating
various departments; determine use or service fees; and,
obtain reimbursement of indirect costs from grants or
contracts. The data requirements of these cost allocation
plans are the determination of the direct and indirect costs
of each department and statistical information to support
primary allocation of certain costs to all departments and
secondary allocation of support department costs to mission
departments.
There are several methods of cost allocation including;
direct, single-step, double-step and reciprocal each of which
represents an improvement upon the preceding. A consideration
in choosing the method to be employed in any cost allocation
plan should be a determination of whether a more complex
methodology is of greater benefit than the cost of imple-
menting that method. If not, a simpler method may be
appropriate
.
Section D presents the recommended cost allocation plan
for the City of Monterey for internal management purposes
providing the step by step process through supporting exhibits
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and appendices. Departmental overhead rates are determined
for each of the mission departments. Using the data developed
by the internal cost allocation plan and with the introduction
of the concept of allowability a consolidated central service
cost allocation plan and indirect cost rate proposal was
developed for the City of Monterey to use in the recovery
of indirect cost under grants and contracts with the Federal
government. Additionally, an indirect cost rate proposal was
developed for one city department using the Short Form method
discussed in OASC-10.
A final point in summary to this chapter with relation
to cost allocation plans developed for recovery of indirect
cost under grants or contracts. The grantee should be able
to adequately substantiate through the accounting records the
charging of direct cost to grants and charging of indirect
costs through allocation to the extent the indirect cost
benefit the grant. Chapter V addresses this situation to the
extent that the grantee should maintain audi table accounting
records sufficient to withstand the scrutiny of audit repre-
sentatives of the grantor agency.
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V. AUDIT GUIDE AND REQUIREMENTS
A. AUDIT--GENERAL
In Chapters II and III the concepts of cost allocation
and allowable costs were discussed. These concepts were
then used to develop a Cost Allocation Plan (Model) in
Chapter IV. The Cost Allocation Plan for use by a municipal
government to establish user fees or provide for better
internal management is subject to some review by the Mayor/
City Council and some affected citizens. The Cost Allocation
Plan for development of a indirect cost rate for reimburse-
ment under a Federal grant is subject to audit for com-
pliance with a variety of Federal guidelines.
This chapter will briefly discuss auditing in general
terms, specific audit requirements established by various
grantors and the single audit concept as applied to grantees.
A self-audit guide (Appendix F) for use by grantees will
also be discussed in this chapter.
The Committee on Basic Auditing concepts established
by the American Accounting Association has defined auditing
as
:
a systematic process of objectively obtaining and
evaluating evidence regarding assertions about
economic actions and events to ascertain the degree
of correspondence between those assertions and
established criteria and communicating the results
to interested users. /~28:2_7
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The committee noted that this definition was sufficiently
"broad "to encompass the many different purposes for which
an audit might be conducted." /~28:2_7
Auditing is not a new concept. It dates from at least
3000 B.C. and the Mesopotamien civilization. The Egyptians
required audits, and in the context of government grants
»
it is interesting to note that in 1^92 Columbus "was
accompanied to America by an auditor representing Queen
Isabella." /~29:2^_7
The Federal agencies are required to audit grant
recipients by virtue of the Accounting and Auditing Act of
1950. Z~30:l_7 The absence of Federal grants would not
necessarily eliminate the need for a city to have audits
since approximately 4-0 states require cities to have an
annual audit. /"31s 119J
The primary purpose of this chapter is to discuss the
audit requirements associated with Federal grants. The
audit guide presented in Appendix F relates solely to grants.
However, the authors' contend that a properly conducted
audit that covers financial, compliance and operational
areas is of benefit to a municipality whether they receive
Federal grants or not. It has been noted that the "effects
of /~Proposition_7 13 on California's many local governments
have only begun to be felt." /~32:80_7 As expenses continue
to increase at a rate in excess of that for revenues "we
must learn to do more with less resources." /~33:17_7 Audits
can help in this endeavor.
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While the purpose of this chapter is primarily to
discuss grant auditing, the functions of an internal auditor
would be of "benefit to grant programs. A functioning
internal audit staff would help to ensure compliance with
Federal grant requirements. /~3^ : 6l_7 A major role of
government is that of "stewardship," that is, "the protection
and prudent use of citizens' resources." /~31 : 2^0_7
"Administrators at all levels /"of government_7 must be
satisfied that the taxpayers' money has been spent legally
and wisely."
F
~31 J 2^0_7 Audits are needed to properly pro-
vide that "stewardship."
B. AUDITS FOR GRANTS
As noted in Chapter III grant recipients are account-
able for Federal funds received. Grant funds are provided
for a specific purpose and the grantee must be able to
document that the funds were spent for the intended purpose
and in compliance with applicable Federal laws and regulations.
The need for proper accounting of grant funds has never
been greater, in light of the growth in Federal grant
assistance to State and local government since 1976. In
1967 grant assistance amounted to about $15 billion and in
1980 it was about $88 billion. The Office of Management
and Budget (0MB) has estimated that assistance in 198I will
be $96.3 billion. /~35:18_7 The assistance is "provided to
the governments of all 50 states, 3,000 counties, and
nearly 90,000 local jurisdictions." ^30:1_7 In 1970 there
110

were 868 federal assistant programs. By 1980 there were
more than 1100 individual programs "administered by all
Executive Departments and at least 44 other agencies."
"~35
: 18_7 Twenty-five of those programs account for 80 per-
cent of all the assistance to State and local governments.
Z"35:19_7
The General Accounting Office (GAO) has stated that
"audits are one of the principal bases the /f~Federal_7
agencies have to see that grantees have properly handled
their Federal funds." /"~36_7 The 0MB has issued various
circulars that establish audit requirements for the Federal
departments and agencies.
1. 0MB Guidelines
Federal Management Circular 7*1-4, "Cost principles
applicable to grants and contracts with State and local
governments" (FMC 74-4) was issued in the mid 1960's, as
0MB Circular A-87, to establish "principles and standards
for determing costs applicable to grants and contracts
with State and local governments." /~11_7 FMC 74-4 has
a rather narrow focus and therefore 0MB issued Circular
A-102, "Uniform Administrative Requirements for Grants-in-
Aid to State and local Governments" (A-102) in 1971 to
"replace the multitude of varying and often times conflicting
requirements in the same subject matter which have been
burdensome to the State and local governments." /~37s45828_7
"The standards promulgated by /~A-102__7 aPPly "to all Federal
agencies responsible for administering programs that involve
111

grants to State and local governments." /~37* i+5828_7 A-102
did provide that the requirements of grant enabling legis-
lation, if different from the standards of A-102, would apply.
Issued orginally in 1965 0MB Circular A-73, "Audit of Federal
Operations and Programs" (A-73) established audit standards
"to be followed in the audit of Federal operations and
programs." /"~38:1_7 A-73 defined audit to mean:
a systematic review of appraisal to determine and
report on whether*.
(1) Financial operations are properly conducted;
(2) Financial reports are presented fairly;
(3) Applicable laws and regulations have been
complied with;
[k) Resources are managed and used in an economical
and efficient manner; and,
(5) Desired results and objectives are being
achieved in an effective manner. Z~38*l_7
A-73 requires that audits be conducted in accordance
with Standards for Audit of Governmental Organizations
,
Programs, Activities and Functions issued by the Comptroller
General of the United States. A-73 also provides that:
The scope of individual Federal audits will give
full recognition to the non-Federal audit effort.
Reports prepared by non-Federal auditors will be
used in lieu of Federal audits, if the reports and
supporting workpapers are available for review by
the Federal agencies, if testing by Federal agencies
indicates the audits are made in accordance with
generally accepted auditing standards (including
the audit standards issued by the Comptroller
General) , and if the audits otherwise meet the
requirements of the Federal agencies. /~38:^_J7
It would seem that A-73 and A-102 when combined with
Federal Management Circular 7^-^. "Cost principles applicable
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to grants and contracts with State and local governments"
(FMC 7^-^) would provide a measure of uniformity in the
administration of grants by Federal departments and agencies.
GAO and others have noted that there is a lack of uniformity
in grant administration between departments and agencies
and even within a single department.
i
/~39 ! 10_7
The lack of uniformity in the administration of grants
is obvious in the area of auditing. GAO and others have
noted that there is often a great deal of duplication of
effort in the auditing of grants and at other times there
are no audits at all. ^30 :7_7 /"*31*.233_7 Exhibit V-l
depicts the current approach to the auditing of Federal
grants for a city. Exhibit V-l is not intended to be
representative of all cities but rather to show the piece-
meal approach to auditing by the funding organization at the
local level. /~^0:58_7
A major reason for the duplication of effort is that
"Federal agencies usually audit their own grant programs
without concern for grant programs of other agencies."
/~30 :7_7 The grant audits usually focus on compliance without
looking at the total organization's financial records and
controls. Conversely non-Federal organizations audit
financial records and controls without regard for compliance
with Federal grant requirements. /~30:7_y7 The audits
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The lack of the full implementation of A-73, A-102 and
FMC 7^-^ is the primary reason for the duplication of audit
efforts. /~^0:6_7 This duplication of effort not only is
wasteful of the auditors time, it is likely to disrupt
the grantee's staff. /~30:9_7 The United States Senate
Appropriations Committee noted that "this approach to auditing
Federal assistance programs provides little assurance that
Federal funds are properly safeguarded..." / ^I:l6_7
2. Single Audit Concept
The "ideal" audit of a grant recipient is one that
is acceptable to all the funding organizations. /~30 : 7_7
The audit would demonstrate "the recipient's financial records
and controls are adequate and should check for compliance
with important terms of the grant received. Such audits
would be made when needed. Funding organizations would
then be free to perform additional audits of economy and
efficiency and of program results as deemed necessary."
Z"30:8_7
In 1977 President Carter noted his Administration's
desire "to eliminate the duplication and wasteful effort
that too often has accompanied the management of Federal
grants to State and local governments." Z~^2_7 President
Carter noted that one area of improvement was in the
coordinating of grant audits. He expected "Federal agencies
to use their audit plans as a basis for making greater
efforts to improve interagency cooperation on audits, to
increase Federal coordination with State and local auditors,
and to increase reliance on audits made by others." ^2_7
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In response to President Carter's initiative 0MB
issued Attachment P-Audit Requirements to A-102. Attach-
ment P "requirements are established to insure that audits
are made on an organization - wide basis, rather than on a
grant-by-grant basis." /~^3 ! 609 59_7 The provisions of
the Attachment also require the Federal agencies to rely
on independent audits arranged by the grant recipients, pro-
vided the requirements of the Attachment have been met. The
Attachment requires that audits "be made in accordance with
the GAO Standards for Audit of Governmental Organizations
,
Programs, Activities and Functions, the Guidelines for
Financial and Compliance Audits of Federally Assisted Programs .
Any compliance supplements approved by 0MB, and generally
accepted auditing standards established by the American
Institute of Certified Public Accountants." /~^3:60959_7
At a minimum the audits will include: "an examina-
tion of the systems of internal control, systems established
to ensure compliance with laws and regulations affecting
the expenditures of Federal funds, financial transactions
and accounts, and financial statements and reports of recipient
organizations." /~^3:60959_7
Attachment P also provides directions on the testing
of charges to Federal awards, requirements of the audit
report and retention of work papers. The Attachment also
provided that a "cognizant /~Federal_7 agency" would be
assigned audit responsibility for grant recipients by 0MB.
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In October 1980 0MB published a list of cognizant agencies
for State agencies but as of February 198I cognizant
agencies for local governments had not been established.
In concert with 0MB and other Federal agencies the
GAO issued Guidelines For Financial And Compliance Audits
Of Federally Assisted Programs in February of I98O. The
guide provides "a uniform documentation procedures for
financial and compliance audits of organizations receiving
funds from several Federal agencies or under several
federally assisted programs so that the needs of each
Federal, State, and local funding agency for audited
financial information are satisfied." £~kh:2j
0MB issued a supplement to A-102 which summarized the
major compliance features of Federal law and regulation
of 60 programs. Those 60 programs account for 90 percent of
the Federal aid to State and local governments. /~^5 : 55086_y
This supplement complements the GAO guidelines noted above
and is intended to be used in conjunction with the guidelines.
Attachment P to A-102, along with the GAO guidelines and
the supplement to A-102 containing the compliance features
of 60 major programs, appears to eliminate many of the
causes of duplicate audits discussed previously in this
chapter.
In the past, local governments have employed inde-
pendent Certified Public Accountants (CPA) to audit grants
on a grant-by-grant basis and have separately engaged CPA's
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to audit the general fund accounts. With the additional
guidance available to CPA * s it is feasible to expect State
or local government entity to engage a CPA to perform a
single audit in compliance with Attachment P to A-102.
While the authors' research showed that the concept
of the single audit was not new, the actual application of
the single audit was very limited. The Office of Revenue
Sharing (ORS) has applied the single audit concept on a
large scale. Mr. T. Jack Gary, Manager of the Audit Division
of the ORS noted that the ORS experience "shows that the
single audit approach is possible, efficient, and effective.
The overall result of the audit requirements has been a
great improvement in the quality of the State and local
government audits." £~31-.237_7
Exhibit V-2 is a pictorial representation of the
single audit concept. As one can readily see the single audit
concept is distinctly different from the current audit
approach shown in Exhibit V-l. The number of interactions
for the grant recipient are minimized.
The Senate Appropriations Committee noted that 0MB
had issued Attachment P to A-102 and directed 0MB to
implement its provisions as "fully and expeditiously as
possible." /"^1:17_7
As noted by Mr. James T. Mclntyre , Jr.:
A major change in audit policy which affects the
Government's of all 50 States, 3,000 counties and
almost 90,000 local jurisdictions will undoubtedly
take time to implement fully. However we
(
^~0MB_7
will vigorously pursue the full adoption of the
























































































































C . GRANTEE REQUIREMENTS
The thrust of this section is on the action that can
be taken by a local government, particularly a municipality
to accommodate the single audit concept. Most municipal
governments have been in existence for a number of years
and have a functioning accounting system. A major question
is, "Is the system adequate to support claims for reimburse-
ment when Federal grants are involved"? The local govern-
ment must be able to document the direct charges to a
Federal grant as well as show a causal relationship for
indirect charges that are part of the allowable indirect
cost pool and the cost allocation plan. A good internal
audit program can help to ensure an affirmative answer to
the question of adequacy of the system.
Personnel charges are best supported by time cards that
show the jobs actually worked on by the employee. Periodic
surveys of employee activities are another means of deter-
mining how charges are made. Regardless of the method used
an auditor must be in agreement with the method used or the
charges may be determined to be unallowable.
The disallowances of costs already incurred and paid
for from grant funds could be costly to a local government.
In essence the funds must be repaid to the Federal govern-
ment from the general fund accounts.
A strong financial and internal control system would
minimize the amount of unallowable costs in the opinion of
the authors. Part of the internal controls system is an
internal audit staff. , ?Q

Skilled internal auditors can help: 1. reduce costs,
2, improve efficiency, 3* eliminate unproductive activities,
and, k. aid in accountability. Z~3^ : 6l_7 The internal
audit function of a local government should provide the
following services:
•check application of administrative policies and
directives
•evaluate the effectiveness of administrative con-
trol systems
•confirm the existence of assets with a view toward
preventing or discovering fraud
•check the authenticity, completeness and fairness
of accounting and financial data
assess the effectivenss and efficiency of operations
and activities
•check compliance with numerous federal and state
grant programs
•provide a training ground for management-oriented
personnel
•handle certain nonrecurring problems that require
an investigative approach Z~3^ : 6^_7
Appendix F of this thesis of a reproduction of Appendix
I, "Internal control review questionnaire and documentation
guide" from the 1980 GAO guidelines. This Appendix can be
used by a municipal government as a self-check of the
governments systems to identify areas of weakness or concern,
Prior planning for an audit should minimize the trauma and
help to minimize any surprises arising from the audit.
D. CHAPTER SUMMARY
The principal thrust of this chapter has been to discuss
the audit requirements for grants and introduce the single
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audit concept as it will relate to grant audits and allow-
able cost. The single audit should serve the needs of all
the funding organization of a government entity, if carried
out in accordance with A-102 and its recent amendments.
The use of an internal audit staff can ensure com-
pliance with Federal grant requirements of a more local
nature. The use of Appendix F as a self-check of items
that will be or should be the subject of an audit that
meets the requirements for a single audit. The minimization
of costs determined to be unallowable as a result of audit
is a worthwhile goal. Proper attention to the requirements
of FMC 7k-k and A-102 should make this an attainable goal.
Chapter VI will present the thesis contribution to the area
of cost accounting for municipalities.
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In this chapter the original objectives of the thesis and
the accomplishments of the thesis will be summarized.
Additionally, the authors will review the reasons for devel-
opment of Cost Allocation Plans and indirect cost rates in
a municipal government. Some new ideas to be considered by
municipal managers in developing future cost allocation plans
will be presented including depreciation, interest, statistical
surveys and audit requirements. Finally, the key contributions
this thesis makes to the field of cost allocation for municipal
governments and recommendations for future study will be
briefly discussed.
B. ACHIEVEMENT OF OBJECTIVES
The objectives as stated in Chapter I were: 1. assess
the current state of the art in cost allocation methods for
municipalities; 2. provide a theoretical and practical
means for identifying indirect cost as distinguished from
direct costs of operating municipal government departments
and externally funded projects and programs; and, 3« develop
a cost allocation model/plan that is based on the current
state of the art, yet simple and useable by municipal govern-
ments. The authors believe that these objectives have been
achieved. Extensive research through cost accounting
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literature failed to reveal any substantive amount of articles
regarding cost allocation applications for municipal govern-
ments. With that situation in mind the authors assessed the
cost accounting literature as it applied to business and
adopted the concept for use in a government setting. Chapter
II reviewed the cost accounting concepts which provide the
background and foundation for developing a cost allocation plan
in general. Although the purposes for which cost allocation
plans are developed may be different between a business and
government entity the concepts and techniques of cost alloca-
tion are similar. In presenting the cost accounting material
of Chapter II it was this similarity that was pursued in
discussing the cost allocation methods for municipalities.
The discussion of direct cost and indirect cost as one
means of classifying cost was also presented within the con-
cepts of cost accounting in Chapter II. For the most part
the thesis material represents theoretical ideas from
authoritative texts. This discussion was supplemented by
reinforcing the ideas of direct and indirect cost as
applicable to grants and contracts. The practical applica-
tion of the notion of traceability to a unit of product or
organizational segment provides the key idea to the deter-
mination of direct and indirect cost. Once the object of
cost, that is a service, program or department, is deter-
mined by the management of the organization the cost can be
determined as direct or indirect. Direct meaning directly
traceable to the object of cost or indirect meaning allocable
to the object of cost.
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The discussion of direct and indirect cost was pursued
in order to achieve thesis objective number two. Finally,
the background and foundation information discussed in
Chapter II with some discussion of practical cost allocation
methodologies in Chapter IV was utilized to prepare the
Cost Allocation Plans for the City of Monterey, California.
In Chapter IV two plans were developed, one for internal
management purposes and one for use in recovery of indirect
cost under grants and contracts with the Federal government.
In the development of both plans the concerns of the authors
were conservatism, simplicity and useability. Following
those concerns the explanation of the methods employed to
perform the allocation of cost and the computation of an
indirect cost rate was supported by exhibits and appendices
of detailed data to provide future users with the ability
to trace a plan development.
C. COST ALLOCATION PLANS AND INDIRECT COST RATE DEVELOPMENT
A GAO report issued in March of 1979 regarding Federal
Cost Principles as applied to grants and contracts with the
Federal government indicated two interesting points. First,
grant making officials of many Federal agencies actively
discourage preparation of Cost Allocation Plans and indirect
cost rates. Second, even when not actively discouraged by
grant making officials many local governments felt that the
cost of preparing plans and rates did not justify the
benefits. Although these points are not startling they
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represent a real dilemma for local government officials.
The authors believe that some very real benefits derive from
the activity of developing a cost allocation plan.
In developing the plan the local officials responsible
are presented with a view of the organization heretofore
buried within the highly structured accounting system. With
an internal cost allocation plan local government officials
are made aware of the Full/Total cost of providing a service.
The Full cost being the sum of the Direct Cost, the internal
mission department overhead and the allocated overhead from
various support departments. Although control of these
costs may be scattered throughout the organization they repre-
sent very real cost which must be explored in providing
required or requested services or in decision making activities.
The development of departmental overhead/indirect cost
rates based on the results of the overhead cost plan pro-
vide mission department managers with the information
necessary to recommend and support service fees and user
charges. Without this information, at worst mission depart-
ments recover only the direct cost of providing a service
(labor hours and materials). At best, with an arbitrary
surcharge the mission department may recover direct costs and
some of the overhead.
With the development of a Cost Allocation Plan and
indirect cost rate proposal for grants and contracts the
local government derives the ability to recover the invisible
but real cost of supporting the grant operation. The grant
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or contract assumes a position within the local government
organization similar to a division or segment of a mission
department thereby sharing some of the overhead that the
mission department and the grant/contract cause or benefit
from. The development of a cost allocation plan and indirect
cost rate proposal for either internal purpose or for recovery
of overhead/indirect cost from grants and contracts requires
time, effort and accurate accounting and statistical infor-
mation. However, to be effective and informative it does
not require mathematical complexity. This was demonstrated
in Chapter IV by a non-complex direct allocation method.
Although local government may not be able to control or
influence the actions of Federal grant makers as discussed
in the GAO report. The local government should, through
cautious selection of allocation methods and improved
accounting/statistical information, be able to reduce
preparation cost and realize benefits.
The benefits described consist of; 1. an understanding
of the full cost of providing a particular service to the
electorate by a mission department; 2. a determination of
an overhead rate based on the predominant activity of a.
mission department so that services provided which are
not required of a government can be accurately charged to
a requestor; and, 3« a determination of an indirect cost rate
based on allowable eligible costs to be assessed against
grants or contracts so that the Federal government contri-
butes its "fair share" toward the overhead of the local
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government. The decision to prepare a cost allocation plan
should take these benefits into consideration. In summary,
the benefits of cost allocation plan preparation provide for
the bearing of cost by that entity which causes the cost.
Additionally, cost allocation plans provide added insight into
the costs involved in operating the organization and an
improved management tool for better financial decision
making
.
D. NEW IDEAS FOR THE MUNICIPAL FINANCIAL MANAGER
With the introduction of cost allocation plans and
indirect cost rate proposals into the municipal government
some new concepts and some old concepts renewed require
discussion. The authors do not intend to reiterate at
length ideas already presented in the text. However, the
authors do introduce for consideration of the manager faced
with cost allocation plan development some additional ideas




2. Interest Expense-Debt service






Depreciation is a non-cash expense which in its
simplest interpretation represents a spreading of the cost
of acquisition of a fixed asset over its estimated useful
life. Its purpose in general is to allow an organization
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to write off the cost of equipment, building, etc. over a
certain period of time in order to recoup funds, funds to
"be available for future asset replacement. Buildings and
equipment that are to be replaced utilizing operating
revenues (taxes in the case of a city) should be depreciated.
In non-profit organizations there are arguments for and against
the use of depreciation, especially, if buildings and equip-
ment are to be regularly replaced through fund raising and
the issuance of debt securities (municipal bonds) vice
operating revenues. The discussion of use or non-use of
depreciation accounting is extensive and beyond the scope
of this thesis. However, the authors feel that depreciation
should be considered within the context of cost allocation
plans. If utilized the annual depreciation expense should
be added to a special fund as an actual cash outlay to sup-
port future equipment/building acquisition/replacement.
2. Interest Expense
Interest expense on General obligation bonds repre-
sents a real expense in operating the General Fund Depart-
ments. Although for the most part an unallowable cost under
grants and contracts with Federal agencies, it should be
considered as a general overhead expense to the operating
departments and allocated over some reasonable base in the
internal Cost Allocation Plan. Interest expense associated
with specific purpose bonds should be directly allocated to the
department or fund under whose auspices the bonds were
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issued; e.g., bonds issued for the construction of a parking
garage, interest expense pertaining thereto should be
directly allocated to the Parking Department or Parking
Fund.
3. Allocation Below Department Level
Allocation of cost below department levels is especially
useful for more accurate costing of services and programs
existing within a particular department. Certain questions
can be raised here: "is it necessary"?; "is the organiza-
tion program budget oriented"?; and, "will the accounting
system support cost accounting and cost allocation to this
level of the organization"? The answer to these questions
lies wholly within the purview of the municipal management.
The cost allocation plan developed in Chapter IV provides
a satisfactory allocation of cost and overhead rate. The
budget and accounting system currently in existence at
the City of Monterey will not support cost allocation below
the department level.
Research and discussion with state and local govern-
ment associations indicated that cost accounting especially
as it relates to cost allocation for product/service costing
is a new and challenging field. Many municipalities are
only now finding it necessary to perform cost accounting at
a service or program level. As financial resources to
support local government become more and more scarce accurate
costing below organization department level will become
necessary to protect viable and worthwhile services and
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programs. Cost Allocation plans and indirect cost rates
support this new level of accounting. One benefit of cost
allocation to the program level has been previously dis-
cussed, this is the situation where two or more departments
are involved in a program. Each department involved in a
program can apply its overhead rate to its involvement in
the program thereby achieving a more accurate distribution
of its overhead and more accurate costing of the program
to the public.
k. Statistical Surveys
Statistical surveys may be the newest and most dif-
ficult requirement introduced by the cost allocation plan.
Record keeping of the services provided or services accepted
is time consuming and tedious. In some instances record
keeping may be as simple as purchase order transactions or
data processing time and as difficult as management or staff
policy guidance. In any event some methodology must be
developed based on the service/support provided to ensure
reasonable allocation of costs to those organization entities
that cause or benefit from the cost. Subjective estimates
and statistical surveys are only as good as the person pro-
viding the estimate, or as accurate as the data base and
data measuring in the statistical survey. Utilizing the
bases recommended in Chapter IV and the Appendices with some
accounting department changes to be recommended, a sub-





The recommended accounting changes are made solely to
facilitate the preparation of a cost allocation plan.
Obviously, with conflicting requirements management must
make the change based on their perception of the needs of
the organization. There are three specific accounting
changes recommended. First, increase the number of accounting
centers within the current organization structure to capture
cost more specifically by the service provided. For example,
creating a purchasing accounting center and a data processing
accounting center, these costs are currently buried within
the Finance Admin and Finance Accounting Departments.
Exhibit II -1 provides recommended/existing support centers.
Essentially this recommendation means accounting separately
for specific types of services provided and allocated.
Second, creating overhead accounts within the mission
departments (service department costs are all overhead).
For example, the labor cost associated with the planning
director is indirect labor (an Overhead account) , another
example is overtime labor cost for a department. This
action will require taking each account on a case by
case basis and determining within the context of the plan
and levels of allocation the accounts that are directly
traceable or are allocable to the organizations defined
cost objective. Appendix B indicates the accounts which
were considered overhead for the Direct Allocation Cost
Allocation Plan developed in Chapter IV.
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Third, a separate accounting center should be estab-
lised for any grant/contract in which the organization
participates. Although within the organization structure of
a city the grant assumes a position similar to a division
of a department, separate accounting for grants will facili-
tate accounting for direct cost of grants and will allow
for the allocation of indirect cost based on services pro-
vided to the grant. As was earlier pointed out, these
changes will facilitate preparing the cost allocation plan.
With the introduction of the city's new computer system
the record keeping and accounting changes should be relatively
simple to effect and will provide for swifter determination
of overhead costs and indirect cost rates.
6. Allowable Cost
A municipal government with one or more Federal grants
should be fully aware of allowable and unallowable costs
as discussed in Chapter III. Failure to understand and
properly account for these costs may result in the municipal
government failing to claim and obtain reimbursement for
allowable cost or having to make a refund for unallowable
costs that were erroneously claimed. A full appreciation
of allowable costs, direct and indirect, coupled with a
properly prepared cost allocation plan will ensure that the
local government has identified the maximum costs eligible
for reimbursement. At the same time this minimizes the
amount of general funds that must be appropriated to




Audits of grant recipients in the past have been
inconsistent. This has resulted in a great deal of duplicate
effort. The single audit concept discussed in Chapter V
should help to eliminate much of the duplicate effort. The
grantee with a good financial and internal control system
should be able to adequately support the cost claimed. A
strong internal audit program can help to identify inefficiency
and ineffective programs. The internal auditor can be used
to review compliance with grant requirements as well as
State and local requirements. The internal auditor can be
a significant factor in assuring that public funds are
properly spent and accounted for.
The audit guide presented in Appendix F is intended
to help the local government ensure that its grant account-
ability is in accordance with A-102 and FMC 7^-4. The
Appendix can also be used to evaluate a local government's
financial and internal controls system. While the guide
represents preferred practices for grantees they are
equally applicable for any level of government.
E. RECOMMENDATIONS FOR FUTURE STUDY
During the research and writing of this thesis the
authors' encountered several areas of interest for future





In section C of this chapter the authors discussed
the benefits of developing cost allocation plans and
indirect cost rates. An area of further study with regard
to the benefits would be a cost-benefit analysis to
determine in actual monetary terms the value to an organ-
ization of developing plans and indirect cost rates. The
technique of Dollarization could be employed, that is,
assessing in dollar terms the cost of not developing indirect
cost rates.
As the thesis research progressed every attempt was
made to understand the internal services in the city so that
they could be integrated within the cost allocation plan.
There were several services which were not specifically
costed due to their incorporation within current city
accounting departments, such as, internal auditing, budget
preparation and maintenance and central stores. An area
of further study would be an organization operations study
to determine any additional services internal to the city,
integrating those services by specific accounting for those
services and then expanding the cost allocation plan to
incorporate the use of those services by mission departments.
Although the simplest allocation method, direct alloca-
tion, was chosen to demonstrate the Cost Allocation plan in
Chapter IV other methods exist. An area of further study
would be the development of cost allocation plans using
the other methodologies and at the same time developing
computer programs involving the more sophisticated method-
ologies. These computer programs could be adapted to the
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City of Montereys' new computer system. In developing the
computer application of various allocation methodologies
plan preparation speed could be increased and at the same
time benefit or value of result comparisons could be made.
Finally, a broader study could be made of the rules
and regulations and guidelines, various Federal agencies
employ in their grant making procedures. A key interest
area in this study could be an understanding of the reasons
some federal agencies allow recovery of indirect cost through
indirect cost rates and others do not allow recovery.
Another area of interest would be the implication such
policies have toward the future use of grants fund and
what capital and environmental improvement adjustments cities
must make to adjust to changing grant policies.
Each major area discussed within this thesis can
provide some stimulus for further study. However, the
authors attempted within this section to point out only
some areas of immediate importance with beneficial impact
to the cost allocation plan development.
F. CONTRIBUTION TO THE FIELD
This thesis has presented a single source of information
with regard to the theory of cost allocation applicable to
municipalities. It has also described allocation methodology,
that can be used by a municipal government to prepare a
cost allocation plan to improve internal management, identify
total cost of user services and serve as a basis for reim-
bursement for grant purposes.
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The primary beneficiaries of the cost allocation
models presented in this thesis are the smaller municipal
governments who do not have a large staff nor a large number
of grant programs. Small municipalities, as well as their
larger counterparts, need to develop cost allocation plans
to identify total program costs and recover, as fully as
possible, direct and indirect costs associated with Federal
grants. The lack of resources (money, personnel and time)
,
in the opinion of the authors is the primary reason that
smaller municipalities have not developed cost allocation
plans. Voters' initiative, like California's Proposition
13, that- limit a government's ability to obtain revenue
through property taxes provide impetus for better manage-
ment techniques and user fees. Cost allocation plans are
useful for improving internal management and identifying
the total cost of various services. It is hoped that this
thesis may encourage smaller municipalities to develop a
cost allocation plan, at least on an informal basis, in




APPENDIX A ATTACHMENT B
Circular 74-4
STANDARDS FOR SELECTED ITEMS OF COST
A. Purpose and applicability
{.Objective. This attachment provides
standards for determining the allowability of
selected items of cost.
2. Application. These standards will apply
irrespective of whether a particular item of
cost is treated as direct or indirect cost.
Failure to mention a particular item of cost in
the standards is not intended to imply that it
is either allowable or unallowable, rather
determination of allowability in each case
should be based on the treatment of standards
provided for similar or related items of cost.
The allowability of the selected items of cost
is subject to the general policies and principles
stated in Attachment A of this circular.
B. Allowable costs.
1. Accounting. The cost of establishing
and maintaining accounting and other infor-
mation systems required for the management
of grant programs is allowable. This includes
cost incurred by central service agencies for
these purposes. The cost of maintaining cen-
tral accounting records required for overall
State or local government purposes, such as
appropriation and fund accounts by the
Treasurer, Comptroller, or similar officials, is
considered to be a general expense of govern-
ment and is not allowable.
2. Advertising. Advertising media includes
newspapers, magazines, radio and television
programs, direct mail, trade papers, and the
like. The advertising costs allowable are those
which are solely for:
a. Recruitment of personnel required for
the grant program.
b. Solicitation of bids for the procure-
ment of goods and services required.
c. Disposal of scrap or surplus materials
acquired in the performance of the grant
agreement.
d. Other purposes specifically provided
for in the grant agreement.
3. Advisory councils. Costs incurred by
State advisory councils or committees estab-
lished pursuant to Federal requirements to
carry out grant programs are allowable. The
cost of like organizations is allowable when
provided for in the grant agreement.
4. Audit service. The cost of audits neces-
sary for the administration and management
of functions related to grant programs is
allowable.
5. Bonding. Costs of premiums on bonds
covering employees who handle grantee
agency funds are allowable.
6. Budgeting. Costs incurred for the devel-
opment, preparation, presentation, and execu-
tion of budgets are allowable. Costs for
services of a central budget office are gener-
ally not allowable since these are costs of
general government. However, where em-
ployees of the central budget office actively
participate in the grantee agency's budget
process, the cost of identifiable services is
allowable.
7. Building lease management. The admin-
istrative cost for lease management which
includes review of lease proposals, mainte-
nance of a list of available property for lease.
and related activities is allowable.
8. Central stores. The cost of maintaining
and operating a central stores organization for
supplies, equipment, and materials used either





9. Communications. Communication costs
incurred for telephone calls or service, tele-
graph, teletype service, wide area telephone
service. (WATS), centrex, telpak (tie lines),
postage, messenger service and similar ex-
penses are allowable.
10. Compensation for personal services.
a. General. Compensation for personal
services includes all remuneration, paid cur-
rently or accrued, for services rendered during
the period of performance under the grant
agreement, including but not necessarily lim-
ited to wages, salaries, and supplementary
compensation and benefits (section B.13.).
The costs of such compensation are allowable
to the extent that total compensation for
individual employees: (1) is reasonable for the
services rendered, (2) follows an appointment
made in accordance with State or local
government laws and rules and which meets
Federal merit system or other requirements,
where applicable; and (3) is determined and
supported as provided in b. below. Compensa-
tion for employees engaged in federally as-
sisted activities will be considered reasonable
to the extent that it is consistent with that
paid for similar work in other activities of the
State or local government. In cases where the
kinds of employees required for the federally
assisted activities are not found in the other
activities of the State or local government,
compensation will be considered reasonable
to the extent that it is comparable to that
paid for similar work in the labor market in
which the employing government competes
for the kind of employees involved. Compen-
sation surveys providing data representative of
the labor market involved will be an accept-
able basis for evaluating reasonableness.
b. Payroll and distribution of time.
Amounts charged to grant programs for per-
sonal services, regardless of whether treated as
direct or indirect costs, will be based on
payrolls documented and approved in accord-
ance with generally accepted practice of the
State or local agency. Payrolls must be sup-
ported by time and attendance or equivalant
records for individual employees. Salaries and
wages of employees chargeable to more than
one grant program or other cost objective will
be supported by appropriate time distribution
records. The method used should produce an
equitable distribution of time and effort.
1 1 . Depreciation and use allowances.
a. Grantees may be compensated for the
use of buildings, capital improvements, and
equipment through use allowances or depreci-
ation. Use allowances are the means of provid-
ing compensation in lieu of depreciation or
other equivalent costs. However, a combina-
tion of the two methods may not be used in
connection with a single class of fixed assets.
b. The computation of depreciation or
use allowance will be based on acquisition
cost. Where actual cost records have not been
maintained, a reasonable estimate of the
original acquisition cost may be used in the
computation. The computation will exclude
the cost or any portion of the cost of
buildings and equipment donated or borne
directly or indirectly by the Federal Govern-
ment through charges to Federal grant pro-
grams or otherwise, irrespective of where title
was originally vested or where it presently
resides. In addition, the computation will also
exclude the cost of land. Depreciation or a
use allowance on idle or excess facilities is not
allowable, except when specifically author-
ized by the grantor Federal agency.
c. Where the depreciation method is
followed, adequate property records must be
maintained, and any generally accepted
method of computing depreciation may be
used. However, the method of computing
depreciation must be consistently applied for
any specific asset or class of assets for all
affected federally sponsored programs and
must result in equitable charges considering
the extent of the use of the assets for the
benefit of such programs.
d. In lieu of depreciation, a use allow-
ance for buildings and improvements may be
computed at an annual rate not exceeding




allowance for equipment (excluding items
properly capitalized as building cost) will be
computed at an annual rate not exceeding six
and two-thirds percent of acquisition cost of
usable equipment.
e. No depreciation or use charge may be
allowed on any assets that would be consid-
ered as fully depreciated, provided, however,
that reasonable use charges may be negotiated
for any such assets if warranted after taking
into consideration the cost of the facility or
item involved, the estimated useful life re-
maining at time of negotiation, the effect of
any increased maintenance charges or de-
creased efficiency due to age, and any other
factors pertinent to the utilization of the
facility or item for the purpose contemplated.
12. Disbursing service. The cost of disburs-
ing grant program funds by the Treasurer or
other designated officer is allowable. Disburs-
ing services cover the processing of checks or
warrants, from preparation to redemption,
including the necessary records of accounta-
bility and reconciliation of such records with
related cash accounts.
13. Employee fringe benefits. Costs identi-
fied under a. and b. below are allowable to
the extent that total compensation for em-
ployees is reasonable as defined in section
B.10.
a. Employee benefits in the form of
regular compensation paid to employees dur-
ing periods of authorized absences from the
job. such as for annual leave, sick leave, court
leave, military leave, and the like, if they are:
(1) provided pursuant to an approved leave
system, and (2) the cost thereof is equitably
allocated to ail related activities, including
grant programs.
b. Employee benefits in the form of
employers' contribution or expenses for social
security, employees' life and health insurance
plans, unemployment insurance coverage,
workmen's compensation insurance, pension
plans, severance pay, and the like, provided
such benefits are granted under approved
plans and are distributed equitably to grant
programs and to other activities.
14. Employee morale, health and welfare
costs. The costs of health or first-aid clinics
and/or infirmaries, recreational facilities, em-
ployees' counseling services, employee infor-
mation publications, and any related expenses
incurred in accordance with general State or
local policy, are allowable. Income generated
from any of these activities will be offset
against expenses.
15. Exhibits. Costs of exhibits relating spe-
cifically to the grant programs are allowable.
16. Legal expenses. The cost of legal ex-
penses required in the administration of grant
programs is allowable. Legal services furnished
by the chief legal officer of a State or local
government or his staff solely for the purpose
of discharging his general responsibilities as
legal officer are unallowable. Legal expenses
for the prosecution of claims against the
Federal Government are unallowable.
17. Maintenance and repair. Costs incurred
for necessary maintenance, repair, or upkeep
of property which neither add to the perma-
nent value of the property nor appreciably
prolong its intended life, but keep it in an
efficient operating condition, are allowable.
18. Materials and supplies. The cost of
materials and supplies necessary to carry out
the grant programs is allowable. Purchases
made specifically for the grant program
should be charged thereto at their actual
prices after deducting all cash discounts, trade
discounts, rebates, and allowances received by
the grantee. Withdrawals from general stores
or stockrooms should be charged at cost
under any recognized method of pricing
consistently applied. Incoming transportation
charges are a proper part of material cost.





a. Memberships. The cost of membership
in civic, business, technical and professional
organizations is allowable provided: (1) the
benefit from the membership is related to the
grant program. (2) the expenditure is for
agency membership. (3) the cost of the
membership is reasonably related to the value
of the services or benefits received, and (4)
the expenditure is not for membership in an
organization which devotes a substantial part
of its activities to influencing legislation.
b. Reference material. The cost of
books, and subscriptions to civic, business,
professional, and technical periodicals is al-
lowable when related to the grant program.
c. Meetings and conferences. Costs are
allowable when the primary purpose of the
meeting is the dissemination of technical
information relating to the grant program and
they are consistent with regular practices
followed for other activities of the grantee.
20. Motor pools. The costs of a service
organization which provides automobiles to
user grantee agencies at a mileage or fixed rate
and/or provides vehicle maintenance, inspec-
tion and repair services are allowable,
21. 'Payroll preparation. The cost of prepar-
ing payrolls and maintaining necessary related
wage records is allowable.
22. Personnel administration. Costs for the
recruitment, examination, certification, classi-
fication, training, establishment of pay stand-
ards, and related activities for grant programs,
are allowable.
23. Printing and reproduction. Cost for
printing and reproduction services necessary
for grant administration, including but not
limited to forms, reports, manuals, and infor-
mational literature, are allowable. Publication
costs of reports or other media relating to
grant program accomplishments or results are
allowable when provided for in the grant
agreement.
24. Procurement service. The cost of pro-
curement service, including solicitation of
bids, preparation and award of contracts, and
all phases of contract administration in pro-
viding goods, facilities and services for grant
programs, is allowable.
25. Taxes. In general, taxes or payments in
lieu of taxes which the grantee agency is
legally required to pay are allowable.
26. Training and education. The cost of
in-service training, customarily provided for
employee development which directly or indi-
rectly benefits grant programs is allowable.
Out-of-service training involving extended pe-
riods of time is allowable only when specifi-
cally authorized by the grantor agency.
27. Transportation. Costs incurred for
freight, cartage, express, postage and other
transportation costs relating either to goods
purchased, delivered, or moved from one
location to another are allowable.
28. Travel. Travel costs are allowable for
expenses for transportation, lodging, subsis-
tence, and related items incurred by employees
who are in travel status on official business
incident to a grant program. Such costs may
be charged on an actual basis, on a per diem
or mileage basis in lieu of actual costs
incurred, or on a combination of the two,
provided the method used is applied to an
entire trip, and results in charges consistent
with those normally allowed in like circum-
stances in nonfederally sponsored activities.
The difference in cost between first-class air
accommodations and less-than-first-class air
accommodations is unallowable except when
less-than-first-class air accommodations are
not reasonably available.
C. Costs allowable with approval of grantor
agency.
I. Automatic data processing. The cost of
data processing services to grant programs is




equipment or depreciation on grantee-owned
equipment. The acquisition of equipment,
whether by outright purchase, rental-purchase
agreement or other method of purchase, is
allowable only upon specific prior approval of
the grantor Federal agency as provided under
the selected item for capital expenditures.
2. Building space and related facilities. The
cost of space in privately or publicly owned
buildings used for the benefit of the grant
program is allowable subject to the conditions
stated below. The total cost of space, whether
in a privately or publicly owned building, may
not exceed the rental cost of comparable
space and facilities in a privately owned
building in the same locality. The cost of
space procured for grant program usage may
not be charged to the program for periods of
nonoccupancy. without authorization of the
grantor Federal agency.
a. Rental cost. The rental cost of space
in a privately-owned building is allowable.
b. Maintenance and operation. The cost
of utilities, insurance, security, janitorial serv-
ices, elevator service, upkeep of grounds,
normal repairs and alterations and the like,
are allowable to the extent they are not
otherwise included in rental or other charges
for space.
c. Rearrangements and alterations. Cost
incurred for rearrangement and alteration of
facilities required specifically for the grant
program or those that materially increase the
value or useful life of the facilities ('section
C.3.) are allowable when specifically approved
by the grantor agency.
d. Depreciation and use allowances on
publicly owned buildings. These costs are
allowable as provided in section B. 1 1
.
e. Occupancy of space under rental-
purchase or lease with option-to-purchase
agreement. The cost of space procured under
such arrangements is allowable when specifi-
cally approved by the Federal grantor agency.
3. Capital expenditures. The cost of facil-
ities, equipment, other capital assets, and
repairs which materially increase the value or
useful life of capital assets is allowable when
such procurement is specifically approved by
the Federal grantor agency. When assets ac-
quired with Federal grant funds are fa) sold,
(b) no longer available for use in a federally
sponsored program, or (c) used for purposes
not authorized by the grantor agency, the
Federal grantor agency's equity in the asset
will be refunded in the same proportion as
Federal participation in its cost. In case any
assets are traded on new items, only the net
cost of the newly acquired assets is allowable.
4. Insurance and indemnification.
a. Costs of insurance required, or ap-
proved and maintained pursuant to the grant
agreement, is allowable.
b. Costs of other insurance in connection
with the general conduct of activities is
allowable subject to the following limitations:
(1) Types and extent and cost of
coverage will be in accordance with general
State or local government policy and sound
business practice.
(2) Costs of insurance or of contribu-
tions to any reserve covering the risk of loss
of. or damage to. Federal Government prop-
erty is unallowable except to the extent that
the grantor agency has specifically required or
approved such costs.
c. Contributions to a reserve for a self-
insurance program approved by the Federal
grantor agency are allowable to the extent
that the type of coverage, extent of coverage,
and the rates and premiums would have been
allowed had insurance been purchased to
cover the risks.
d. Actual losses which could have been
covered by permissible insurance ( through an
approved self-insurance program or otherwise)
are unallowable unless expressly provided for
in the grant agreement. However, costs in-
curred because of losses not covered under
nominal deductible insurance coverage pro-
vided in keeping with sound management prac-
tice, and minor losses not covered by insurance,
such as spoilage, breakage and disappearance
of small hand tools which occur in the ordinary




e. Indemnification includes securing the
grantee against liabilities to third persons and
other losses not compensated by insurance or
otherwise. The Government is obligated to
indemnify the grantee only to the extent
expressly provided for in the grant agreement,
except as provided in d. above.
5. Management studies. The cost of man-
agement studies to improve the effectiveness
and efficiency of grant management for on-
going programs is allowable except that the
cost of studies performed by agencies other
than the grantee department or outside con-
sultants is allowable only when authorized by
the Federal grantor agency.
6. Preagreement costs. Costs incurred prior
to the effective date of the grant or contract.
whether or not they would have been allow-
able thereunder if incurred after such date,
are allowable when specifically provided for
in the grant agreement.
7
'. Professional services. Cost of profes-
sional services rendered by individuals or
organizations not a part of the grantee depart-
ment is allowable subject to such prior
authorization as may be required by the
Federal grantor agency.
'8. Proposal costs. Costs of preparing pro-
posals on potential Federal Government grant
agreements are allowable when specifically
provided for in the grant agreement.
D. Unallowable costs.
1. Bad debts. Any losses arising from uncol-
lectible accounts and other claims, and related
costs, are unallowable.
Z. Contingencies. Contributions to a con-
tingency reserve or any similar provision for
unforeseen events are unallowable.
3. Contributions and donations. Unallow-
able.
4. Entertainment. Costs of amusements,
social activities, and incidental costs relating
thereto, such as meals, beverages, lodgings,
rentals, transportation, and gratuities, are
unallowable.
5. Fines and penalties. Costs resulting from
violations of. or failure to comply with
Federal. State and local laws and regulations
are unallowable.
6. Governor's expenses. The salaries and
expenses of the Office of the Governor of a
State or the chief executive of a political
subdivision are considered a cost of general
State or local government and are unallow-
able.
7. Interest and other financial costs. In-
terest on borrowings (however represented),
bond discounts, cost of financing and refi-
nancing operations, and legal and professional
fees paid in connection therewith, are unal-
lowable except when authorized by Federal
legislation.
8. Legislative expenses. Salaries and other
expenses of the State legislature or similar
local governmental bodies such as county
supervisors, city councils, school boards, etc..
whether incurred for purposes ot legislation
or executive direction, are unallowable.
9. Underrecovery of costs under grant
agreements. Any excess of cost over the
Federal contribution under one grant agree-






EXTRACT OF GENERAL FUND EXPENSES
Report of Expenditures -- Departmental and Program Accounts






101 Salaries - Full Time 144,221
102 Salaries - Overtime 182
103 Salaries - Part Time 2,021
106 Cash In Lieu of Benefits 1,782
107 Holiday Pay 58
201 Office Supplies 888
202 Office Equip Maintenance 316
203 Printing & Postage 2,811
208 Dues & Publications 1,815
209 Conference & Meetings 5.909
2l6 Personnel Recruitment 17,121
220 Contractual Services 26,606
222 Training Services 4,840
248 Vehicle Rental 3,000
TOTAL 211,570
3 FINANCE/ADMINISTRATION
101 Salaries - Full Time 35.540
102 Salaries - Overtime 30
103 Salaries - Part Time
106 Cash In Lieu of Benefits 608
107 Holiday Pay 343
201 Office Supplies 364
202 Office Equip Maintenance 153
203 Printing & Postage 1,895
208 Dues & Publications 303
209 Conferences & Meetings 1,122
220 Contractual Services 1,809
222 Training Services


















101 Salaries - Full Time 63,335
102 Salaries - Overtime
103 Salaries - Part Time
106 Cash In Lieu of Benefits
107 Holiday Pay
201 Office Supplies
202 Office Equip Maintenance
203 Printing & Postage
20o Dues & Publications







101 Salaries - Full Time
102 Salaries - Overtime
103 Salaries - Part Time
106 Cash In Lieu of Benefits
107 Holiday Pay
201 Office Supplies
20 2 Office Equip Maintenance
203 Printing & Postage
208 Dues & Publications


















101 Salaries - Full Time 30,681
102 Salaries - Overtime
103 Salaries - Part Time 672
106 Cash In Lieu of Benefits 1,142
201 Office Supplies 928
202 Office Equip Maintenance 1,270




208 Dues & Publications












101 Salaries - Full Time
10 2 Salaries - Overtime
103 Salaries - Part Time
106 Cash In Lieu of Benefits
202 Equipment Maintenance













101 Salaries - Full Time
102 Salaries - Overtime
103 Salaries - Part Time
lOo Cash In Lieu of Benefits
201 Office Supplies
202 Office Equip Maintenance
203 Printing & Postage
208 Dues & Publications
209 Conferences & Meetings

















101 Salaries - Full Time
102 Salaries - Overtime
103 Salaries - Part Time
105 Tool Allowance
106 Cash In Lieu of Benefits
107 Holiday Pay
201 Office Supplies
202 Office Equip Maintenance
203 Printing & Postage
204 Safety Equipment
205 Operating Supplies
206 Gas & Oil
207 Vehicle Paint & Material
208 Dues & Publications































101 Salaries - Full Time
102 Salaries - Overtime
103 Salries - Part Time
lOo Cash In Lieu of Benefits
107 Holiday Pay
201 Office Supplies
20 2 Equip Maintenance
204- Safety Equipment
205 Operating Supplies
208 Dues & Publications
209 Conferences & Meetings
211 Heat-Light-Power-Water
214- Maintenance Buildings
































101 Salaries - Full Time 57,996 137,687
102 Salaries - Overtime
103 Salaries - Part Time
10
6
Cash In Lieu of Benefits
201 Office Supplies
202 Office Equip Maintenance
203 Printing & Postage
205 Operating Supplies 5,308
208 Dues & Publications




248 Vehicle Rental 8,500
260.01 Plans & Surveys

























101 Salaries - Full Time 76,491
103 Salaries - Part Time 1,672
106 Cash In Lieu of Benefits 305
201 Office Supplies 569
202 Office Equip Maintenance 58
203 Printing & Postage 654
208 Dues & Publications 772
209 Conferences & Meetings 418
220 Contractual Services 910
222 Training Services 48
245 Plans Checking 17,723
248 Vehicle Rental 7,300


























101 Salaries - Full Time
102 Salaries - Overtime
103 Salaries - Part Time
10 4 Reimbursable Extra Duty
105 Uniform Allowance
106 Cash In Lieu of Benefits
10 7 Holiday Pay
201 Office Supplies
202 Office Equip Maintenance
203 Printing & Postage
204 Safety Equipment
205 Operating Supplies
208 Dues & Publications
209 Conferences & Meetings
220 Contractual Services
222 Training Services





INDIRECT LABOR - 6
Police Chief, Assist. Chief, Police
Capt. , Records Supervisor, Sec,
Clerk Typist.
23 FIRE DEPARTMENT
101 Salaries - Full Time 103,704 857,629
102 Salaries - Overtime 25,465
103 Salaries - Part Time 4,207
104 Reimbursable Extra Duty 312
105 Uniform Allowance 8,220
106 Cash In Lieu of Benefits 11,426
107 Holidary Pay 38,315
201 Office Supplies 734
202 Office Equip Maintenance 574
203 Printing & Postage
205 Operating Supplies 2,089
207 Vehicle Paint & Material 4,233
208 Dues & Publications 751






























INDIRECT LABOR - 4
Fire Chief, 2 Asst. Chiefs,
Sec.
38 CONFERENCE CENTER
101 Salaries - Full Time
102 Salaries - Overtime
103 Salaries - Part Time
10 5 Uniform Allowance
106 Cash In Lieu of Benefits
107 Holiday Pay
201 Office Supplies
202 Office Equip Maintenance
202.10 Facility Equipment Maint
203 Printing & Postage
203.02 Printing & PTG-Art Comm
204 Safety Equipment
205 Operating Supplies
205.01 Facility Maint Supplies
205.02 Operating Supp-Art Comm
208 Dues & Publications
209 Conferences & Meetings
209.01 Promotional Travel































230 Uniform Clothing 1,456
248 Vehicle Rental 6,200






25 PUBLIC WORKS ADMIN
101 Salaries - Full Time 70,107
102 Salaries - Overtime
103 Salaries - Part Time 91
106 Cash In Lieu of Benefits 1,699
201 Office Supplies 253
202 Office Equip Maintenance 179
203 Printing & Postage 1,060
208 Dues & Publications 4-12
209 Conferences & Meetings 1,405
220 Contractual Services 795
222 Training Services 11
248 Vehicle Rental 1,800
269 Weed Abatement 186
TOTAL 77,998
INDIRECT LABOR - 3
Director, Admin Asst, Sec.
26 PWA/ENGINEERING
101 Salaries - Full Time 137,650
102 Salaries - Overtime 370
103 Salaries - Part Time 8,236
106 Cash In Lieu of Benefits 1,567
201 Office Supplies 332
202 Office Equip Maintenance 1,094






208 Dues & Publications













101 Salaries - Full Time
102 Salaries - Overtime
103 Salaries - Part Time
106 Cash In Lieu of Benefits
107 Holiday Pay
201 Office Supplies
202 Office Equip Maintenance
203 Printing & Postage
' 204 Safety Equipment
205 Operating Supplies
208 Dues & Publications





235 Traffic Safety Striping
236 Street Lighting
237 Traffic Signal
239 Traffic Safety Signs
248 Vehicle Rental
249 Damage to City Property
265 Gen Street Impr Engineer
268 Street Name Signs
TOTAL 520,676
28 PWA/TUNNEL MAINTENANCE
202 Equipment Maintenance 349
205 Operating Supplies 1,800
211 Heat-Light-Power-Water

























29 PWA/STORM DRAIN MAINT
101 Salaries - Full Time 5^,775
102 Salaries - Overtime 2,667
103 Salaries - Part Time
106 Cash In Lieu of Benefits 271
107 Holiday Pay
201 Office Supplies l8
202 Equipment Maintenance
203 Printing & Postage 8
20^ Safety Equipment 29^
211 Heat-Light-Power-Water
220 Contractual Services 192
222 Training Services
230 Uniform Clothing 333
2^0 Miscellaneous Drainage 9»331
265 Gen Street Impr Engineer 565
TOTAL 68,^5^
30 PWA/SANITARY SEWER MAINT
101 Salaries - Full Time 69,720
102 Salaries - Overtime ^+,007
103 Salaries - Part Time 6^4-0
106 Cash In Lieu of Benefits ^19
107 Holiday Pay
201 Office Supplies 30
202 Equipment Maintenance 2,78^
203 Printing & Postage
20^ Safety Equipment 19^
205 Operating Supplies 19,0^9
208 Dues & Publications 8
209 Conferences & Meetings
211 Heat-Light-Power-Water
220 Contractual Services 9,820
222 Training Services
230 Uniform Clothing 38^






101 Salaries - Full Time
102 Salaries - Overtime
103 Salaries - Part Time











235 Traffic Safety Striping
248 Vehicle Rental
250 Structural Rep Wharf #1
251 Structural Rep Wharf #2
262 Launching Ramp Maint
298 Rent Southern Pac Prop
























37 PARK & RECREATION ADMIN
101 Salaries - Full Time
102 Salaries - Overtime
106 Cash In Lieu of Benefits
201 Office Supplies
202 Office Equip Maintenance
203 Printing & Postage
208 Dues & Publications
























35 PARK 8c RECREATION/PARKS
101 Salaries - Full Time 269,843
102 Salaries - Overtime 1,092
103 Salaries - Part Time 6,049
106 Cash In Lieu Of Benefits 2,686
10? Holiday Pay 21
20 3 Printing & Postage 1,30 3
204 Safety Equipment 1,532
205.01 Operating Suppl Hardware 953
205.02 Operating Sup Irrigation 1,407
205.03 OP Suppl Power Equipment 1,304
205.04 OP Suppl Simoneau Plaza 403
205.05 OP Suppl Construction 1,264
205.06 OP Suppl Welding Shop 323
205.07 OP Suppl Tree Crew 79^
205.08 OP Suppl Vet's Park 2,400
205.09 OP Suppl Miscellaneous 5.582
208 Dues & Publications 140
209 Conferences & Meetings 190
211 Heat-Light-Power-Water
220 Contractual Services 21,505
221 Street Tree Planting 1,003
222 Training Services 215
230 Uniform Clothing 1,872
233 Rodent Control 50
243 Spec SVC Costs, Skindivg 840
248 Vehicle Rental 48,000
249 Damage to City Property 324
261.01 Agric Supl Soil Amendmnt 697
261.02 Agric Supl Pesticides 2,099
261.03 Agric Supl Nursery 773
261.04 Agric Supl Top Soil 1,004
261.05 Agric Supl Ballfield MNT 1,140
261.06 Agric Supl Comm Lndscape 498
261.07 Agric Supl Miscellaneous 695
TOTAL 378,001
36 P & R/RECREATION
101 Salaries - Full Time 87,449
102 Salaries - Overtime 193
103 Salaries - Part Time 86,525
106 Cash In Lieu of Benefits 1,084
107 Holiday Pay 143
203 Printing & Postage 11,195




205.01 Operating Suppl Plygrnds
205.02 Operating Suppl Yth Cntr
205.03 Operating Suppl Sports
205.04 Operating Suppl Tawse PI
205.0 5 Operating Suppl N M N C
205.07 Op Suppl/Mty Comm Ctr
205.08 Operating Sup/Choraleers
208 Dues & Publications
209 Conferences & Meetings
210 Car Expense
211 Heat-Light-Power-Water
212.01 Summer Camp Supp Day Cmp


























101 Salaries - Full Time
102 Salaries - Overtime
103 Salaries - Part Time
106 Cash In Lieu of Benefits
107 Holiday Pay
201 Office Supplies
202 Office EquiD Maintenance
203 Printing & Postage
208 Dues & Publications






254 Books & Printed Matter
255 Newspapers & Magazines
256 Binding & Rebinding






























101 Salaries - Full Time
103 Salaries - Part Time
106 Cash In Lieu of Benefits
202 Office Equip Maintenance
203 Printing & Postage
205 Operating Supplies
208 Dues & Publications
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CENTRAL SER VICE COSTALLOCA TION PLANS
DESCRIPTION OF EXHIBIT A
This exhibit is a sample illustration of a central service cost allocation plan. It consists of:
Exhibit A-Summary oi Allocated Central Service Costs. This exhibit shows each central
service, and the attendant costs, which benefit Federal grants and contracts and for which a
State or local government wishes to make a claim. This exhibit must be supported by detailed
schedules comparable to A.1-A.3 for each included central service.
Schedule A- 1 -Allocation of Costs, Personnel Department. The personnel department has
been selected as an illustrative central service. This schedule shows those State or organizations
to which the personnel department provides services and the allocation of its costs to those
organizations. This schedule is supported by Schedules A-2 and A-3.
Schedule A-2-Costs to be Allocated, Personnel Department. This schedule shows the
composition of the costs of the personnel department as contained in official financial or
budget statements and a reconciliation of those costs with the amount allocated in Schedule
A-l.
Schedule A-3—Statement of Function and Benefit. Personnel Department. This schedule is a
narrative description of the activities conducted by the personnel department, their necessity
(benefits) to the successful performance of federally supported programs, a description of the
base(s) selected to distribute the costs of those activities to the organizations to which services
are rendered and the rationale for the base(s) selected.
Exhibit A-l -Summary of Central Services Billed. It is common practice for central service
departments to bill those organizations to which they render services for the cost of those
services. This Exhibit illustrates the services billed to organizations conducting Federal grants
and contracts, the costs included in the billing, the methodology for computing the billing rate,
etc.
Amounts allocated to the operating departments from the central service cost allocation plan
in Exhibits A and A-l, are carried forward to Exhibits B. C, D, and E which illustrate various
sample formats for an indirect cost rate proposal.
Only a few of the many possible central services have been shown in Exhibit A and only one
central service department is shown in the accompanying Schedules A-l through A-3. A central
service cost allocation plan may include any other services and their attendant costs which are
allowable under FMC 74-4 and for which documentation can be provided. Each type of cost
claimed should be supported by appropriate schedules and other documentation sufficient to






CENTRAL SERVICE COST ALLOCATION PLAN*
SUMMARY OF ALLOCATED CENTRAL SERVICE COSTS















Personnel (a) Accounting Purchasing Audit
S 9,945 S 20,145 S 3.412 S 1,675 S 35,177
S.907 21,622 2.221 1.221 33,971
3.187 7.984 896 645 12,712
15,132 42,855 6,751 6,227 70,965
29,848 5 1 ,960 9,475 11,421 102,704
24.873 49,743 9,997 14,526 99,139
57,048 187,608 21.431 18.654 284,741
$148,940 $381,917 $54,183 $54,369 $639,409
<i) Allocated amounts shown are from Schedule A-l. In an actual plan. The remaining sendee departments would similarly
need to be supported by separate schedules showing the computation of the allocated amounts.
fb) These amounts are includable in the indirect cost proposals of the individual operating Departments/units. See Exhibits B,
C. D.andE.
This is a sample only and hence, is brief and simple. In practice, a State or local government may wish to claim more or less








CENTRAL SERVICE COST ALLOCATION PLAN
ALLOCATION OF COSTS. PERSONNEL DEPARTMENT
FOR THE FISCAL YEAR ENDED JUNE 30. 19 - -
Number of
Employees (a) Percent Allocation (c)

















(a) Allocation base must include all employees of ill operating departments that ire serviced by the personnel
department.
(b) Those departments that do not perform Federal programs may be grouped together.
(c) Allocated amounts are carried forward to summary schedule tn Exhibit A. The total of S148.940 comes
from Schedule A*2.
This is a sample only and, accordingly, is bnef ind simple. In practice, the type and level of service provided by
the personnel department to the various organizations served may require i separate allocation for each service






CENTRAL SERVICE COST ALLOCATION PLAN
COSTS TO BE ALLOCATED, PERSONNEL DEPARTMENT
FOR THE FISCAL YEAR ENDED JUNE 30, 19--




Maintenance & Janitorial Services 7,928
Capital Outlay 7,561
$186,501
Less: Unallowable Costs, Capital Outlay S 7,561
Costs Chargeable to Federal Grant (b) 30,000 37,561
Total Costs to be allocated on Schedule A-l $148,940 (a)
(a) The costs allocated must be reconciled to appropriate financial documents, either
financial statements, budgets or a combination of both. In this example the
government's base data was cost incurred for its most recent fiscal year.
(b) Represents charges to a Federal grant awarded to assist the State or local government
to improve its personnel system. If a supporting agency received in award from the
Federal Government, all costs incurred in connection with the award (including any
costs that are required for matching or cost sharing) must be eliminated prior to the
distribution of the supporting agency's costs to the user departments or agencies.
"This is a sample only and hence, is brief and simple. In practice, this schedule should be
sufficiently detailed to show the costs of major activities, branches, stc. of the personnel







CENTRAL SERVICE COST ALLOCATION PLAN
STATEMENT OF FUNCTION & BENEFIT, PERSONNEL DEPARTMENT
FOR THE FISCAL YEAR ENDED JUNE 30, 19 -
The personnel department is responsible for overall administration of the Civil Service
program. This includes recruiting, interviewing, testing and referring potential candidates for the
more than 2,000 municipal jobs.
The personnel department administers the classifications and salary programs and is
responsible for recommending personnel policies and procedures to the Civil Service
Commission for approval.
The department is involved in the design of the various employee benefit programs. After
installation, the department reviews and maintains the records on these programs.
Active and inactive personnel records are maintained on all municipal employees.
The personnel department is responsible for maintaining the safety program (including
workmen's compensation and injury level) and the city training programs.
All functions and services performed by the personnel department benefit all departments of
the city. Federal programs are benefited because city employees are hired to work in these
programs. Therefore, the costs of the personnel department have been distributed to all
departments of the city.
The basis for allocation is the number of employees per department. The base data is readily
available and verifiable. Ail employees receive essentially the same type and level of services.
Hence, this base reflects that condition by distributing the total cost of providing these services
to each department in proportion to its relative number of employees.
This is a sample only and hence, is brief and simple. In practice, this schedule should be sufficiently detailed to provide






CENTRAL SERVICE COST ALLOCATION PLAN
SUMMARY OF CENTRAL SERVICES BILLED TO USER ORGANIZATIONS
Motor Pool The (State or local government) operates a central motor pool which makes
can. trucks and buses available to user departments. User departments are
billed for each mile driven: cars-15 cents per mile: trucks-25 cents per mile;
and buses-30 cents per mile. The basis for the charge is the most recent
study of cost per mile driven, performed by the internal audit staff. Any
over or under recovery is applied to the next year's expected expenditures
and is included in that year's billing rate. The costs included are salaries and
wages and fringe benefits of motor pool personnel, their travel, supplies and
parts and use charges for equipment and buildings and vehicles determined





The State (or local government) operates a central computer center
consisting of an IBM system 370/1 15. and Control Data 3100 and Cyber 70
series configuration. The center provides both regular continuing and
special job computer support to most operating and staff departments.
Billings for services are made to user organizations based on a standard
price schedule. The price schedule is related to. and, designed to recover the
costs of various types of jobs on each system. It is revised quarterly and
audited annually by the internal audit department. Profits or losses are
carried forward and used to adjust price schedules of ensuing quarterly
billing rates. Costs consists of salaries and wages and fringe benefits of
center personnel, supplies, maintenance and utilities, and straight line
depreciation of equipment based on a fifteen year life.
All long distance telephone calls are placed through a central switchboard
and are billed to the organizations making the call.
If a direct billing mechanism is used by the government, then all users must be billed. Billing
of selected departments and allocation of residual amounts through the cost allocation plan to
remaining departments results in inequitable costing and is not acceptable. However, if all users
are billed, residual amounts may be allocated through the allocation plan provided they are not
material and the allocation base is equitable.
A detailed breakdown of costs is not normally required as a part of this exhibit. However, the
submitting State or local government must have and make available to the Federal cognizant
agency such cost and revenue breakdowns, utilization records and other information as is
necessary to permit a reasonable assessment of the costs incurred and charges made.
"This is a sample only, and hence, is brief and simple. In practice, the number and types of





DESCRIPTION OF EXHIBIT B
Exhibit B illustrates the computation of indirect costs for programs operated within a
department using the short form method. The costs of the department are categorized as
indirect costs, direct costs (salaries and wages and other) and expenditures not allowable. The
short-form method is the least complex of the various methods of computing departmental
indirect cost rates. This method is used in those instances where indirect costs at the division or
bureau level are not identified. Thus, all costs incurred at the division or bureau level are treated
as direct costs. If division or bureau level indirect costs can be identified, the simplified method
(Exhibit C), the alternate simplified method (Exhibit D) or the multiple rate method (Exhibit
E) may be used.
EXHIBIT B
SAMPLE FORMAT
DEPARTMENT OF ENVIRONMENTAL SERVICES
INDIRECT COST RATE PROPOSAL-SHORT FORM METHOD"
FOR THE FISCAL YEAR ENDED JUNE 30, 19 - -
Divisions/Bureaus













Costs Salaries & Indirect
Incurred (a) Costs (b) Costs (c) Wages <d) Other Costs
S2,158,10O 5 1.300,000 S 21,900 S 260.100 S 76,100
245,200 12,200 187,300 45,200
255,400 9,600 196,700 49,100
642,300 51,000 476,100 115,200
283,700 11,500 216,300 55,900


























Direct Salaries and Wages Sl.337,000
13.92%




Notes to Exhibit B
(a) Total departmental costs. This amount should be reconciled to the financial statements or other supporting documentation
submitted with the proposal and would include costs billed from the Central Plan as well as departmental billed costs
(Billed costs should be in compliance with Exhibit A-l).
(b) Under some Federal programs funds are provided to a grantee and subsequently passed through to another organization
which actually performs the program for which the funds are provided. There is no measurable involvement by the grantee
in the use or administration of the funds. This example illustrates such a situation. Since these funds, which are recorded as
a cost in the records of the department do not reflect the expenditure of resources, they are excluded from the
computation. However, if the grantee does in fact incur a significant amount of costs in administering the grant, then it
should be assessed for its equitable share of indirect costs. This column would be normally used by States only and not by
local governments.
(c) Expenditures not allowable. This amount represents costs of capital expenditures and other costs which ire unallowable
under FMC 74-4. Unallowable costs must be allocated their share of indirect costs if they either generated or benefited from
the indirect costs. In this example this is not the case.
(d) Salaries and wages. This amount is set out simply because it is the base upon which the indirect cost rate is calculated.
(e) Central Service Cost Allocation Plan Costs. The amounts shown as allocated must agree with the amounts shown on the




DESCRIPTION OF EXHIBIT C
Exhibit C illustrates the distribution of indirect costs of a State or local government
department, the division/bureaus of the department and the cost of central services provided to
it. Exhibit C differs from Exhibit B in that recognition is given to the indirect costs within each
division. Under the Short Form Method illustrated in Exhibit B. where indirect costs are not
identified at the division or bureau level, all costs are treated as direct costs. Under the
Simplified Method shown in this Exhibit, indirect costs are identified at the division or bureau
level, and are so indicated. This method may be used if the ratio of the indirect costs to direct
salaries and wages (or other selected base) of each division or bureau reasonably approximates
the ratio of the other divisions or is otherwise not inequitable to the Federal government. If, the
indirect /direct ratio varies significantly between divisions or bureaus, the Alternate Simplified
Method (Exhibit D) or the Multiple Rate Method (Exhibit E) should be used.
EXHIBIT C
SAMPLE FORMAT
DEPARTMENT OF ENVIRONMENTAL SERVICES
INDIRECT COST RATE PROPOSAL-SIMPLIFIED METHOD*




Not Indirect Salaries For All Other
Total Exclusions Allowable Costs & Wazes Purposes
(e) (a) (b) (d)
Division/Bureau
Air Quality and Noise S2.149.100 SI,300.000 S 21.900 S 28.100 S 235.400 S 63,700
Community Environmental Control 245.200 12.200 20,100 170,000 42.900
Water Quality Management 255,400 9,600 21.000 178,100 46,700
Solid Waste Disposal 642,300 51,000 50,900 431,000 109,400











Office of the Director 35,600 35.600
Financial Management 56,000 56.000




S306.000SI.300 .000 5106200 Sl.210,400 S31S.300
Services Furnished (But Sot Billed)











Notes to Exhibit C
(a) Under some Federal programs funds are provided to a grantee and subsequently passed through to another organisation
actually performs the program for which the funds are provided. There is no measurable involvement by which the grantee
in the use of administration of the funds. This example illustrates such a situation. Since these funds, which are recorded as
a cost in the records of the department do not reflect the expenditure of resources, they are excluded from the
computation. However, if the grantee does in fact incur a significant amount of costs in administering the grant, then it
should be assessed for its equitable share of indirect costs. This column is normally used by States only and not local
governments.
ib) Expenditures not allowable. This amount represents costs or capital expenditures and costs, whether direct or indirect,
which are unallowable in accordance with the cost principles. Although a cost may be unallowable if it either generated or
benefited from the indirect costs, it should be moved to the base (providing it is salaries and wages in this example) and
allocated its share of indirect costs.
(c) Under the Simplified Method, a determination is made as to which activities are direct, illustrates under the heading Direct
Costs, and which are indirect, illustrated under the heading Indirect Costs.
(d) Once the determination of direct/ indirect has been made, a ratio should be determined for each division/bureau as shown
in the following calculation:
Indirect Direct Salaries
Division/'Bureau Costs and Wages Ratio
Air Quality & Noise $28,100 $235,400 11.94%
Community Environmental Control 20.100 170,000 11.32%
Water Quality Management 21,000 178,100 11.79%
Solid Waste Disposal 50,900 431.000 11.81%
Parks & Forests 23,200 195,900 11.84%
In this illustration, the dollar amounts of indirect costs differ significantly between division or bureaus; however, when
individually expressed as a percentage of direct salaries and wages the differences are minor. Therefore, a single overall rate
for the department may be computed by adding the departmental indirect costs and the costs incurred by other
government agencies and allocating the indirect cost pool over a single base.
(e) Total departmental costs. This amount should be reconciled to the financial statements or other supporting documentation
included in the proposal.
(f) Costs incurred by other government agencies. This amount must agree with the amounts shown on the central service Cost
Allocation Plan (see Exhibit A.) In this illustration, costs of S33.971 represents costs of central services allocated to the
entire department. Government-wide services that are billed directly to departments or to programs must also be
documented in the cost allocation plan (See Exhibit A-l).




DESCRIPTION OF EXHIBIT C-l
The totals from Exhibit C are brought forward to this Exhibit. The indirect cost rate is
expressed as a percentage resulting from the ratio of the allowable indirect costs (5339,97 1) to
the direct salaries and wages (51,210,400.)
EXHIBIT C-l
SAMPLE FORMAT
DEPARTMENT OF ENVIRONMENTAL SERVICES
INDIRECT COST RATE PROPOSAL-SIMPLIFIED METHOD-















(A) divided by (B)
S 339,971 Indirect cost rate of 28.09% of
1 direct salaries and wages excluding
fringe benefits.$1,210,400
Treatment of Fringe Benefits
In this example, fringe benefits applicable to direct salaries and wages are treated as direct costs.




DESCRIPTION OF EXHIBIT D
This method illustrates the distribution of indirect costs to functional divisions or bureaus in
order to determine separate indirect cost rates for each division or bureau. This method provides
more definitive costing in those instances where, indirect effort at the division or bureau level is
material in amount and differs sufficiently from division to division to warrant a more precise
method of costing than shown in the simplified method in Exhibit C.
This computation recognizes indirect costs of (1) each division or bureau, (2) the department,
and (3) services furnished (but not billed) by other local government agencies. Indirect costs at
the department level and central service level are allocated to the divisions or bureaus on a single
base. A rate is then developed for each of the divisions or bureaus by relating the indirect costs
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Notes to Exhibit D
(a) Expenditures not allowable. This amount represents costs of capital expenditures and both direct and
indirect costs which are unallowable in accordance with the cost principles. Although a direct cost may be
unallowable, it should be allocated its share of indirect costs if it either generated or benefited from the
indirect costs.
(b) A determination is made as to which functions are direct and which are indirect at the division or bureau
level. Next, direct salaries and wages are separately identified from other direct expenditures. An analysis is
made to determine the ratio of indirect costs to direct salaries and wages to determine the amount of
variance between divisions and bureaus:
Divisional Direct Salaries
Division/Bureau Indirect Costs and Wages Ratio
Air Quality and Noise 5 12,000 S 251,500 4.77%
Community Environmental Control 12,100 178,000 6.80%
Water Quality 14,400 184,700 7.80%
Solid Waste Disposal 117,900 375,000 31.44%
Parks and Forests 50,700 175,500 28.89%
Totals S207.100 51,164.700 17.78%
The difference in the rates of indirect costs incurred per division or bureau when related to the direct
salaries and wages are significant enough to preclude the use of a single department -wide rate. Separate
pools should be established for each division or bureau and a portion of the central service costs and
departmental indirect costs allocated to each pool.
(c) In this example, departmental indirect costs are allocated to the division or bureaus on the basis of direct
salaries and wages incurred in each division or bureau.
Direct Salaries Percent Deoartmentai Allocated
and Wages of Total Indirect Costs .Amount
Air Quality and Noise S 251,500 21.6% "5162,700 5 35,133
Community Environmental Control 178,000 15.3% 162,700 24,865
Water Quality 184.700 15.8% 162,700 25,301
Solid Waste Disposal 375,000 32.2% 1 62,700 52J85
Parks and Forests 175,500 15.1% 162,700 24,5 1
6
Totals 51,164,700 100.0% 5162,700
(d) Costs incurred by other governmental agencies are allocated to the divisions or bureaus on the basis of









Air Quality and Noise 5 25 1 ,500 2 1 .6%









184,700 15.8% 33.971 5,387
375,000 32.2% 33,971 10,937





Notes to Exhibit D (Continued)
(e) Totai indirect costs include (1) division/bureau indirect costs (2) departmental indirect cost}, d (3)
services furnished (but not billed) by other government agencies. The total indirect expenses . ^r each
division or bureau are earned forward to Exhibit D. where the relationship between the indirect expenses
and the direct salaries and wages of each division or bureau is used to develop indirect cost rates.
(f) Under some Federal programs, funds are provided to a grantee and subsequently passed through to another
organization which actually performs the program for which the funds are provided. There is no measurable
involvement by the grantee in the use or administration of the funds. This example illustrates such a
situation. Since these funds, which are recorded as a cost in the records of the department do not reflect
the expenditure of resources, they are excluded from the computation. However, if the grantee does in fact
incur a significant amount of costs in administering the grant, then it should be assessed for its equitable
share of indirect costs. This column would be normally used by States only and not by local governments.




DESCRIPTION OF EXHIBIT E
Exhibit E illustrates the distribution of indirect costs on a multiple allocation basis to each
division or bureau within a Department. This method results in more definitive costing and is
for use when operating differences between divisions or bureaus result in material differences in
the use of resources and in costs.
The computation recognizes (1) the indirect costs of each division or bureau, (3) department
level administration, and (3) the cost of services furnished by other government agencies and
approved through the central service cost allocation plan. These costs are allocated to the
divisions or bureaus on bases which most fairly give effect to the extent to which they benefit
from or generate the costs. For example, the costs of purchasing services is allocated on the
number of purchase orders issued while the costs of personnel administration is allocated on the
number of employees serviced.
Indirect costs allocated from the department level and from the central service plan are added
to the indirect costs incurred by each division or bureau to arrive at total indirect costs for each
of the divisions or bureaus. As in the method described in Exhibit D, a rate is developed for
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Notes to Exhibit E
(a) The allocation bases used were selected as reasonable
and applicable under the circumstances. Other basis
could be just as acceptable \f they represented a fait
measure of cost generation or cost benefit.
(b) The costs in this column must be reconciled to official
financial statements. In this illustration, it is assumed
that ail costs incurred are allowable and relevent in
accordance with FMC 74-4. To the extent that unallow-
able or excludable (See Exhibit B Note (b)) costs axe (e)
included therein, a separate column should be added to
the schedule to show the amounts and adjustments
made.
(c) The costs of services furnished (but not billed) by other
government agencies which are derived through the
central service cost allocation plan, are allocated to each
functional division or bureau. This allocation could be
made more precise by allocating the costs to each
departmental administrative function e.g., to financial
management, administrative services, etc., and to the
divisions or bureaus. The indirect costs of each depart- (0
mental administrative service plus its allocated amount
of central service costs would then be allocated to the
divisions or bureaus. If the result of such allocations
would have a material effect on the rates computed, the
more precise method should be used. In the example (g)
presented, the dollar effect is not sufficiently material
to warrant this level of precision.
(d) Departmental indirect costs are allocated to each
division or bureau. As with services furnished by other
Federal agencies, explained in Note (c), the allocation of
certain departmental indirect costs, such as equipment
use charges could have been allocated to other depart-
mental administrative functions, if the results of such
allocation would have had a material effect on the rates
to be computed. In the example presented, the dollar
effect is not sufficiently material to warrant the
additional allocations.
The costs of services furnished (but not billed) by other
government agencies is derived from the central service
cost allocation plan shown in Exhibit A. In addition to
the listed unbilled services, the department also received
services from other organizations for which it is billed at
rates approved through the central service cost alloca-
tion plan (See Exhibit A-l). This illustration assumes
that these billed costs are already recorded in the
accounting records of the department and included in
the column-total indirect costs, or treated as a direct
cost.
Accounting services rendered by other agencies are
allocated to the divisions or bureaus on the basis of
number of employees. In this illustration, the account-
ing services provided by the central service agency were
preeminently payroll services.
The total indirect expenses developed for each division
or bureau is carried forward to Exhibit E-l, where the
relationship between the indirect expenses and direct
salaries and wages of each division or bureau is used to






DEPARTMENT OF ENVIRONMENTAL SERVICES
INDIRECT COST RATE PROPOSAL-MULTIPLE RATE METHOD
FOR THE FISCAL YEAR ENDED JUNE 30, 19-







Air Quality and Noise S 62,054 S 225,815 27.48%
Community Environmental Control 50,082 166.390 30.10%
Water Quality Management 48,326 166390 29.04%
Solid Waste Disposal 121,347 415,975 29.17%
Parks and Forests 52,350 190,160 27.53%





The amounts in this column are from Exhibit E.
The amounts in this column are derived from and must be reconciled to the books and records of the department. Salaries
and wages is the preferred base. However other bases may be used where it results in a more equitable allocation of costs.
Generally, the same base should be used for ill divisions, however, if approved by the cognizant Federal agency, different
bases may be used for one or more of the divisions.
The indirect cost rate for each division/bureau is computed by dividing the indirect costs for each division/bureau by the




DESCRIPTION OF EXHIBIT F
This Exhibit illustrates the consolidated cost allocation plan. The plan may be used only by
local governments. This method is used in lieu of the central service cost allocation plan and
department/agency indirect cost proposals. The advantage of this method to local governments
is that it is simple and does not require the use of complex cost schedules to support cost
allocations. However, the use of this method entails the acceptance of certain conditions which
may result in less total recovery of indirect type costs to a local government. If the following
conditions are recognized and accepted, a local government may opt to use the method:
a. Only indirect costs of certain central services will be accepted for allocation. The only
central services includable under this method are those that demonstrably benefit
Federally supported programs and which would have been allocated to Federal awards had
the regular methods illustrated in Exhibits A and B through E been used.
b. Central service costs which do not qualify under a. above must be added to the base used
to develop the indirect cost rate.
c. All costs of all local departments and agencies (excluding the costs in a. above) must be
included in the base used to develop the indirect cost rate except for unallowable items
such as interest expense and items that tend to distort the rate computation, such as major
subcontracts and items of capital equipment. Indirect type costs incurred at the local
department or agency level, including divisional indirect costs, cannot be proposed as
indirect costs but must be treated as a base cost in developing the indirect cost rate.
d. Indirect type costs incurred at any level of government may not be charged to a federally
supported program as a direct cost; e.g., accounting, purchasing, personnel. However direct
charges such as motor pool, reproduction, communications, etc. will be allowed if (I) they
are so identified on the consolidated central service plan and if (2) the grantee's system
normally provides for directly assessing its departments and agencies for the use of these






CONSOLIDATED LOCAL CENTRAL SERVICE COST ALLOCATION PLAN
AND INDIRECT COST PROPOSAL









Central Services Benefiting Federal
Programs
City Manager S 25.000 S 25,000
City Treasurer's Office (b) 41,000 S 1 ,000 40,000
Comptroller's Office (b) 48,500 3,500 45,000
Personnel Department 30,000 30.000
Building Use Allowance 5,000 5,000
Indirect Cost Basefdj:
Central Services Sot Benefiting
Federal Programs
Mayor's Office (c) 40,000
City Office (c) 60,000
City Treasurer's Office (b) 34,000 4,000
Comptroller's Office (b) 126,500 6,500
Salaries
& Wages




Costs of All Operating Departments
and Agencies
Dept. of Streets 730,000 500,000
Dept. of Health 160,000 10,000
Dept. of Justice 1 35 ,000 5 ,000
Dept. of Environmental Svcs. 520,000 400,000
Police Dept. 290,000 40,000
Fire Dept. 180,000 50.000
Totals S2.425.000 SI,020.000
Indirect Cost Rate Computation
Indirect Costs SI 45 ,000













Notes to Exhibit F
(a) Expenditures not allowable consist of capital expendi-
tures, contracted construction and flow through monies,
etc. These items are exlcuded from the computation
because their inclusion would distort the assessment of
indirect costs.
(b) In this illustration, the Treasurer's and Comptroller's
office each conduct both direct and indirect activities.
For example, the taxing function is- contained in both
offices (assessing, billing, collecting, etc.). The taxing
function is considered a cost of general government and
a direct activity. The offices also perform such activities
as accounting, payroll, voucher payments, etc., these
activities are considered indirect activities.
(c) Costs of the Mayor's Office and the City Council are
stipulated in FMC 74-4 as costs of general Government
and hence, are unallowable as indirect costs; however,
these functions benefit from those costs classified is
allowable indirect costs and must be included in the
base used to calculate the indirect cost rate.
(d) The indirect cost base consists of the costs of all the
functions and activities of local governments except (i)
central services benefiting Federal programs and (ii)
expenditures not allowable. Thus in this method, costs
such as the salaries of department and division heads,
secretaries, administrative supplies, stc. which could be
treated as indirect cost under other methods, must be
treated as direct costs and may not be charged to
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